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Influence of the War on Balance-sheets* 
By Rosert H. MONTGOMERY 


Most balance-sheets of recent date differ radically from those 
published prior to the commencement of the world war. Changes 
worthy of comment appear not only in the surplus account but 
particularly in such items as plant, inventories and reserves. 
Many of the dubious items on the asset side, such as deferred 
charges and capitalized expenditures of doubtful permanent value, 
have disappeared. Will this desirable state of affairs continue? 

The noticeable change in balance-sheets due to war conditions 
commenced in 1916. At the end of 1914 depression was quite 
general, values were down, federal tax rates were low and there 
was little inclination on the part of business men to make any 
changes in their balance-sheets other than those which had period- 
ically been made during prior years. 

At the end of the year 1915 no substantial change had taken 
place. There had, however, been some recovery in business and 
large orders were being placed for war purchases, chiefly emanat- 
ing from foreign governments. Federal tax rates continued low. 

Throughout 1916 business continued to improve and with the 
enactment of the federal revenue law of September 8, 1916, effec- 
tive as of January 1, 1916, which carried with it increased federal 
taxes, business men commenced to scrutinize their balance-sheets 
with an interest which had no precedent and was unique in thor- 
oughness. 

On March 3, 1917, the first federal excess profits tax law was 
passed. Consequently from the beginning of the year 1917 the 
majority of business men have constantly had in mind the effect 


* An address delivered at the annual convention of the New York State Bankers’ 
Association at Albany, New York, June 12, 1919. 


1 








The Journal of Accountancy 


of federal taxes on profits. As almost every item of a balance- 
sheet affects directly or indirectly the computation of taxes, it is 
obvious that the greatest single influence which has ever been felt 
on balance-sheets is the federal excess or war profits tax. 

Generally speaking, balance-sheets are accurate when tax rates 
are high and profits are substantial. It cannot be said that the 
average balance-sheet is accurate when tax rates are low or when 
tax rates are high and profits are not substantial. I am referring 
now to the balance-sheet as it is made up without supervision or 
certification from an outside source. The tendency to fool one’s 
self has been so strong and so general that the ordinary balance- 
sheet in the pre-war period, when subjected to investigation by a 
disinterested third person, required drastic treatment. 

Except in the comparatively few cases where special reasons 
existed for understating values or understating profits, most 
business men were unwilling to provide sufficient depreciation ; 
they were unwilling to cut down inventory values; and they were 
reluctant to provide sufficient reserves against accounts receivable. 
They insisted on carrying “souvenirs” as perfectly good assets, 
and they borrowed large sums of money on the strength of such 
souvenirs. This tendency was so general that most bankers in 
scrutinizing balance-sheets mentally calculated additional reserves 
against the assets mentioned. The result was that the conserva- 
tive business man who had provided sufficient reserves suffered 
the penalty of having, in effect, his actual quick assets reduced 
because the non-conservative man had neglected to provide suffi- 
cient reserves. 

The attitude of the treasury department in the matter of 
federal taxation during the years 1909 to 1917 was not helpful 
from the point of view of conservative balance-sheets. The agents 
of the department were constantly disallowing depreciation and 
amortization charges; allowances for obsolescence were stricken 
out, and, in general, business men were encouraged to carry their 
assets on their books at inflated values. 

Bankers’ insistence upon accurate balance-sheets, supplemented 
by the action of another governmental agency, viz., the federal 
reserve board, offset the influence of the treasury department and 
worked for a constantly increasing improvement in the trust- 
worthiness of balance-sheets. Progress, however, was fairly slow 
until in the year 1917, with its enormous federal taxes, there was 
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brought about what might be called a revolution in balance-sheets. 
For many years bankers and accountants had spent a vast amount 
of time in analyzing balance-sheets. Item after item on the assets 
side was dissected and inquiries were made as to the actual worth 
of book figures. The liability side was given less attention, but 
there was the constant fear that all liabilities were not shown. 

At the end of the year 1917, without the intervention of 
bankers or accountants, great numbers of balance-sheets under- 
went tremendous changes. The assets side was scrutinized by the 
boss himself before the books were closed and, if there was the 
slightest indication of overvaluation, ruthless cuts were made in 
the book figures. Plant accounts were written down to the lowest 
possible point by liberal depreciation charges and by reductions in 
amortization or obsolescence. Inventories of raw materials and 
finished products were reduced to a cash basis. The most liberal 
reserves were provided for possible losses in accounts receivable. 
All possible liabilities were set up in the books. This same policy 
was continued throughout 1918, so that the average balance-sheet 
of the most recent date obtainable, speaking from the point of 
view of a lender of money or from that of a public accountant, is 
a joy to behold. I refer, of course, to those cases in which there 
were profits in 1917 and 1918 subject to the higher rates of federal 
taxes. Where there were no such profits the procedure outlined 
was not followed, nor could it be expected that it would be 
followed. 

As most business enterprises were successful during 1917 and 
1918, or both, the pruning process was almost general. In my 
comments, therefore, I will confine myself to what I might call 
those balance-sheets which underwent the heroic treatment men- 
tioned. While the pruning of balance-sheet operations was drastic, 
yet it is a fact which must not be ignored that the inventory figures 
which remain after all deductions and reserves have been taken 
into account are far above pre-war values and that, if pre-war 
prices were to prevail again within the near future, it is question- 
able whether our apparently favorable balance-sheets would be 
able to stand the cuts which the application of pre-war prices 
would require. I think, however, that the chances of ever getting 
back to pre-war prices are too remote to justify any preparation 
therefor. The purchasing price of a dollar today is so much less 
than it was a few years ago that it would require a violent 
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upheaval, not now in sight, even to approach former conditions. 
We have a tremendous inflation in our own currency with a far 
greater inflation in the currency of other countries. It is impossi- 
ble that the return to conditions of non-inflation should be rapid. 
Labor costs, which are the highest factor in many industries, are 
going down slowly, if at all. In many industries where wages 
should be reduced, pressure against reduction is hard to over- 
come. This pressure comes not only from labor and the repre- 
sentatives of labor, but from many other sources. 

A lender of money cannot ignore the radical tendencies not 
only of labor reformers but of parlor socialists as well. The 
latter are far more numerous than many realize. They are found 
as mayors of our largest cities, in the pulpit and among borrowers 
of money. We find bankers and lawyers who have made large 
fortunes, which are safely invested, among our leading reformers 
and informers. As General Wood recently said, “Strange doc- 
trines are preached in high places.” It is curious how many 
wealthy people, who become inoculated with the germ which 
sanctions the reduction of the fruits of labor of others, tenaciously 
retain their own wealth. It is too bad that certain rich men do 
not borrow money. I would like to be the banker to whom they 
applied for loans. 

Balance-sheets are affected by sentiment and by many in- 
tangible elements. Strikes, bombs and threats may turn a good 
balance-sheet into an unsatisfactory one. 

It is of great importance that the adjusted balance-sheet of 
the present day be continued. Over long periods of years and in 
many thousands of concerns it has been demonstrated that the 
capitalization of such items as advertising, etc., has been a mistake. 
It has been found that very liberal depreciation, writing down of 
inventories, etc., has led to business success. The tendency of the 
treasury department to disallow such items should be criticised. 
I will admit that what is known as correct accounting may lead to 
overcapitalization and inflated profits. In deciding whether an 
expenditure should be capitalized or charged as an expense it is 
better to be conservative than accurate. 

If bankers will in future years require balance-sheets to be 
made up on the same basis as the average balance-sheet at the end 
of 1918, losses due to bad loans will diminish. I insist, however, 
that much that was commendable in the house-cleaning as applied 
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to balance-sheets was due to high taxation rather than to a change 
in sentiment. But when the devil was not sick he was not a 
monk, 

When tax rates go down (if they ever do) or if profits 
decline (which they will) the recent liberal and conservative 
methods may not continue. For the sake of the borrower himself, 
bankers should insist on a continuance of the methods of the last 
few years. If there is a gradual decline in prices, it can be taken 
care of without any difficulty. Wherever there is a drastic 
decline in prices, it should be immediately applied to the balance- 
sheet, no matter who is hurt. 

In the great majority of cases balance-sheets are still far 
from being a true picture of financial conditions. There should 
be some basis of comparison between concerns in the same indus- 
try, buying the same raw materials and producing the same 
articles. As a member of the price fixing committee in Washing- 
ton, I was amazed at the tremendous differences which existed in 
this respect. Even when costs of production were somewhat 
similar, balance-sheet valuations were widely apart. This applied 
not only to a few industries, but to most industries. We were 
told by the leaders of various industries that a certain amount of 
capitalization could be counted upon in relation to a given unit of 
production or capacity. But few concerns reflected any such 
uniform or standardized figures on their balance-sheets. If price 
fixing had continued for any great period of time, it is altogether 
likely that there would have been a radical revision of balance- 
sheet valuations. 

I refer only to valuations of fixed assets, such as plant, machin- 
ery, etc. This would have been influenced by the fact that we 
were endeavoring to fix uniform prices which would yield a satis- 
factory profit or return on investment to the average concern in a 
given line of business. We could not legislate for the high cost 
concern nor the weak sister. And we were willing that the low 
cost, efficient producer should realize a higher return on his capital 
than the high cost inefficient producer. 

One of the great difficulties in price fixing was the fact that 
concerns in the same industry rarely built their plants at the same 
time. Some built when materials and labor costs were low. 
Others built when costs were high. Some wrote their plants down 
to $1.00. Others did not even charge off ordinary depreciation. 
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It is easy to imagine the difficulties confronting those of us who 
were attempting to give to our most important industries a fair 
return on their investment. Here is a factor of considerable 
importance. The plant which was built at war prices (which 
still continue) is at a disadvantage as compared with a plant built 
at pre-war prices and over-depreciated as well. 

The attention of the lender of money is not always directed 
to the basis of plant valuations. Theoretically money is not lent 
on fixed assets. This theory, however, contains a great fallacy, 
because it would be far better business to lend money to a con- 
cern which had a plant of good earning capacity, even though its 
liabilities were 100 per cent. of its quick assets, than to a concern 
whose liabilities apparently only amounted to 50 per cent. of its 
quick assets, which had a poor plant and was not making good 
money. There is a direct connection between plant assets and 
valuations and the profit and loss account to which bankers do not 
always give enough consideration. 

There has been some tendency to treat accrued federal taxes 
as a reserve or as a possible liability, rather than as an actual debt 
to be paid in cash on fixed dates. In many cases the amount 
payable is a rough guess. In some cases the amount is entirely 
omitted from the balance-sheet. Considerable pressure has been 
exerted upon public accountants to omit the amount payable 
and merely mention the fact of the omission. The point is not 
even debatable. If a profit has been earned a considerable part 
of it must be set aside for federal taxes. In the state of New 
York the amount payable under the new law is not inconsiderable. 
It is not difficult to ascertain the amount due. No balance-sheet 
should be accepted by a banker unless the tax liability is set up, 
and if there is any doubt about the amount the estimate should be 
ample. 

Some bad advice has been given in regard to taxes. I know 
of balance-sheets in cases in which the taxes which will have to 
be paid will be ten times the amounts shown on the balance- 
sheets. The amounts shown are those which uninformed persons 
think can be put over the treasury department. There will be 
sad awakenings in many, many cases. If I were a banker I would 
insist on some verification of the item of tax liability. 

I do not like the term balance-sheet. The term itself is ill- 
chosen and I am sure that it at least is partly responsible for the 
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curse of balancing. The trouble with most balance-sheets is that 
they balance. I have no possible objection to a bookkeeper’s 
being able to balance his books. In fact I would not employ a 
bookkeeper who did not understand the gentle art of balancing, 
just as I insist that my thirteen-year-old boy must study Latin 
and algebra. Balancing and Latin are forgivable as elements of a 
liberal education, but they should not be made offensive. Instead 
of a balance-sheet (which always balances) bankers should call 
for a statement of assets and liabilities and if it balances it should 
be returned for correction. Very frequently balance-sheets upon 
which large amounts of money are lent are exactly what the name 
implies, that is, certain figures are extracted from the debit and 
credit sides of ledgers and in turn are transferred to sheets of 
paper without any intelligent thought being given to the relation- 
ship of the figures to the things which the figures are supposed to 
represent. Even if a bookkeeper should at the time of trans- 
ferring the figures realize that some of his figures did not at all 
represent the things themselves, what I call the curse of balancing 
would prevent a correction. He would be afraid to make the 
correction because if he did so the balance-sheet would not bal- 
ance. The ideal balance-sheet is one which does not balance 
because in such case no one fears to decrease an asset if it is over- 
valued or hesitates to increase a liability item or insert an addi- 
tional liability if it is found that all are not on the books. 
Balancing has so overawed bankers and business men that 
many of them would as soon remove an ancient land-mark or 
make light of sacred things as strike out one figure on a balance- 
sheet and insert another. The chief use of a statement which 
balances is the smug satisfaction it affords to the bookkeeper. It 
does not signify accurate or trustworthy accounts. Many of the 
flagrantly false accounts which I have seen were in perfect bal- 
ance and so far as looks were concerned could not have been 
improved. I can’t emphasize too strongly the importance of 
getting at the substance of a balance-sheet and subordinating its 
form. I do not belittle the importance of having a balance-sheet 
in proper form. I have spent many weary hours in recasting 
balance-sheets so that they could be readily understood. In my 
opinion the simplest and best form is that which shows quick 
assets first, grouped according to convertibility and availability, 
with the totals shown, then followed by fixed and other assets in 
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the order of their convertibility. On the liability side I would 
show the liabilities in the same order, that is in the order in which 
they must be paid. I would place bond or long term debts next, 
and last of all I would show the net worth carried out in one 
aggregate. Some balance-sheets which show capital stock as the 
first item of liability and surplus as the last item of liability are 
not only misleading (because capital stock and surplus are not 
liabilities) but they require mental gymnastics in order to get at 
the actual net worth of the concern. 

If the borrower has not put his own house in order, there 
has never been a better chance for the banker to do strong arm 
work on balance-sheets than at the present time. They should 
be made to reflect actual conditions and conservative values and 
there should be enough uniformity about the balance-sheets of a 
given industry to make comparisons possible and profitable. 
Every bank which lends money should classify its balance-sheets 
and not consider that each one should be expected to tell its own 
story. Management is just as important as capital and a balance- 
sheet can and should reflect management. The war balance-sheet 
may show large net worth but it does not necessarily reflect good 
management, because large profits were made by the majority of 
concerns. Anyone could make money in most industries during 
war times because the demand exceeded the supply. The profits 
so made have been used to clean up balance-sheets. The impor- 
tant thing now is to prevent balance-sheets from getting into their 
former condition. As heretofore stated the only concerns which 
really cleaned house were those which were profitable from 1916 
to 1918. As the tax problem was the incentive to clean house, 
those concerns which were not subject to high rates of taxation 
should have their balance-sheets more carefully scrutinized than 
those in the more fortunate class. 

The pressure on a borrower to furnish a good statement comes 
not only from his own needs, but frequently from note-brokers 
and bankers. High tax rates, growing out of war conditions, 
have inclined many concerns to make up statements which can 
safely be trusted. Obviously, such statements are the safest 
ones on which to lend money. The same acid tests should be 
applied to all balance-sheets, and then it will be found that the 
influence of the war upon balance-sheets has been helpful alike to 
the borrower and to the lender. 
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Growing Responsibilities of the Public 
Accountant” 
By J. Porter JOPLIN 


Some four years ago I had the pleasure of appearing before 
you in this city and at that time I was gratified to be able to con- 
gratulate you upon the event—the first meeting of your tri-state 
gathering. I feel that now I can congratulate you upon the con- 
tinuation of these meetings and assure you of my appreciation 
of being invited to attend on this occasion. At the meeting of 
1915 I gave a short address in which, among other things, I 
referred to the possible necessity of a change in the organization 
to which at that time we all belonged, so as to bring about a 
greater uniformity in the qualifications for membership in our 
national body and to invest a control therein which would insure 
fair standards of efficiency in its members and a general improve- 
ment in the practice of the profession. 

Since that time changes have been brought about, with the 
result that we now have the American Institute of Accountants 
in which we are all individual members and I feel that it can be 
said without danger of contradiction that much has been accom- 
plished in the way of advancement of the profession of account- 
ancy through its activities which would have been impossible 
under the old organization, which, however useful it may have 
been in the past, was limited in its scope because of the very 
nature of its organization. 

I refer to this change in our national body so as to introduce 
the subject selected for today, and I trust that you will bear 
with me if I seem to touch upon matters which you consider trite, 
for on occasion it may be necessary to refresh our memory in 
certain particulars. 

It may be well to make it clear at the outset that there is 
probably little doubt that the accountant has fully recognized his 
responsibilities and—with a few exceptions here and there, where 
members of the accountancy profession have sacrificed their sense 
of duty to their desire for increased business and the revenue 
created thereby—has endeavored to live up to his understanding 





* An address before the tri-state meeting of Delaware, Maryland and Virginia ac- 
countants at Baltimore, Maryland, June 25, 1919. 
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of these responsibilities. Nevertheless, as he is beset by so many 
quagmires and pitfalls on all sides it may not be amiss to empha- 
size the fact that these responsibilities are vital and their observ- 
ance of extreme importance in his practice. A discussion of the 
matters related thereto may serve as an encouragement to him in 
the conduct of his profession. 

While the client’s affairs should receive full consideration and 
careful analysis so that they may be presented in such form as 
to procure for him all the benefit to which he is entitled, it is 
most essential at all times to remember that his interests are not 
the only ones to be considered. This is particularly so at the 
present time, inasmuch as the revenue acts have made the govern- 
ment to all intents and purposes a partner in the affairs of each 
citizen as well as in each corporation or association of citizens. 
In the practice of our profession I am sure that there is not one 
of us who when preparing a statement of partnership interests 
would not be most punctilious in seeing that in every particular 
a fair division of profits is made. It would seem that the same 
attitude should be maintained in the preparation of figures to be 
used in making income tax returns—and in most cases this is 
the attitude of the accountant. However, there have been cases 
where accountants have sent out literature stating that a saving 
could be made by the client through the employment of their 
services, giving the impression that their services were to be 
employed for that purpose only. Undoubtedly in many instances 
(perhaps in most) legitimate savings have been made by the tax- 
payer through the employment of the accountant; but primarily 
the accountant’s activities are to ascertain the facts regarding the 
affairs of the institution he is investigating; and in general he is 
not swayed by a desire or an intent to reduce the figure upon 
which the tax is to be based except in legitimate and well recog- 
nized ways. 

I do not intend to infer that one should not avail one’s self of 
all proper advantages to the client, for the treasury department is 
as desirous as the accountant that the returns should be fair, and 
there are times when the client’s view may well be accepted on a 
doubtful point; but in no circumstances should an accountant 
subscribe to a statement of conditions which is doubtful of stand- 
ing the test of close investigation, and his attitude to his client 
should clearly show his position on this question. 
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The cordial relations which have grown up and now exist 
between the profession of accountancy and the government 
through its several departments, the army, the navy and the treas- 
ury, are an indication of the growth of the profession and it is 
quite obvious that a well recognized position in the community 
has been attained. This makes it necessary for members of the 
profession at all times to be on the alert and ethically sound so 
as to measure up to the requirements which this position creates. 

Perhaps I may be permitted to revert to the time of our 
entrance into the great war. From the very first, members of 
our profession were extremely active in helping to promote the 
activities which later proved so essential to the final victory. In 
the construction of the cantonments, the navy matters and in the 
treasury department were to be found men, members of this 
profession, doing all that lay in their power to forward the inter- 
ests of the different departments. Many of these men gave their 
services without remuneration and all of them made great 
sacrifices in assuming the duties which they performed so credit- 
ably. And now that the war is won and we are back in civil life, 
it is more than ever necessary that we live up to the high 
standing attained which these activities helped to establish. 

This profession has now a chance for the performance of 
great good, and, confident of the esteem of men high up in the 
councils of our nation, its members are called upon to grasp their 
opportunities and go forward in national affairs, building up and 
carrying on with the intent of fulfilling a destiny for which they 
are undoubtedly qualified—a destiny which will class them among 
those other older professions which have so nobly stood the test 
of time. 

It is important that greater attention be paid to academic mat- 
ters. The young men whom we employ in our offices should have 
received an education which will ensure a foundation upon which 
to build. Much will depend upon the character and degree of 
education of the young men who will be the practitioners of this 
profession in the future, and it is the duty of each accountant to 
see to it that his employees are properly equipped. Should the 
junior assistant be so unfortunate as to have been deprived of 
the advantage of a high school education he should be encour- 
aged to make up his studies by extra effort through such sources 
as are available for this purpose. In addition to this fundamental 
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necessity, there should be close observation to make sure that the 
young man in the office is imbued with the right ethical thought 
in his work. This ethical viewpoint should prevail throughout 
every accountant’s office, as it is of prime importance to the pro- 
fession in the fulfillment of its proper functions. 

The accountant of today must of necessity be more or less 
of astudent. That a careful and prolonged perusal of the revenue 
acts of 1916-1917 and 1918 is an essential part of his study goes 
without saying. To this may be added the necessity of a thought- 
ful and even meticulous consideration of the regulations and 
decisions of the treasury department issued through the commis- 
sioner of internal revenue. 

Perhaps the past year has been the most strenuous of any in 
the experience of some of us, and we are frequently told by our 
assistants that pressure of work with the resultant lack of time 
has prevented them from being as studious as would clearly seem 
desirable. However this may be—and my sympathy in many cases 
is with the assistant—it is absolutely necessary for the welfare 
and advancement of the profession that the assistants in our offices 
prepare themselves for higher duties, for the future is theirs. 
The demands of that future will be for increased attainments on 
their part and a further increased scope of the profession. It 
is our duty to do all in our power to assist the men growing up 
in the profession so as to prepare them to become worthy expo- 
nents of the practice of accountancy. 

It must be patent to all of us that much more is expected of 
the accountant as the years roll by and business and national 
affairs take on new forms which bring us face to face with more 
intricate problems. 

When called upon for consultation with clients and their 
various advisors in other matters, we invariably find that much 
is expected of us in the way of information, and unless we are 
supplied with a fund upon which to draw for the occasion we 
may be discredited, although perhaps unjustly. A fair allowance 
of time for preparation in looking up matters which are to be 
discussed is only right, but the better we are prepared to deal 
with such questions as are commonly accredited to the account- 
ancy profession as coming within its activities, the better we can 
measure up to the standards we have set, even though this cannot 
be accomplished without diligent effort. 
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On some occasions we must face the difficult decision as to 
whether some man employed in our office is capable of taking on 
higher duties and responsibilities. There may be limitations in 
his character or in his fundamental education; and it may be 
desirable for the sake of both the individual and the profession 
that the matter be taken up with him fearlessly so that his future 
may not be a disappointment, and the profession may not suffer 
from his lack of fitness when he becomes a practitioner. 

Every man who has some knowledge of figures and has had 
experience in an accountant’s office is not necessarily an embryo 
practitioner, and the sooner he faces the fact the better for him 
and his future welfare. Were he to apply himself in other direc- 
tions he might reasonably expect to make a success of his life, 
whereas his efforts may be utterly thrown away in following the 
accountancy profession for which he is entirely unfitted. 

Each junior accountant in our offices should be encouraged to 
prepare himself for the position of senior accountant and, if he 
is of the material necessary for advancement to such position, our 
efforts should invariably be toward helping him to consummate 
this progress. In the same manner senior accountants should be 
helped to prepare themselves to qualify for membership in the 
American Institute of Accountants both for their own sake and 
for the good of the profession. 

There are far too few accountants in the country today to 
care for the business demands, and if we are to live up to our 
opportunities we must prepare more accountants so that they 
may qualify to swell the ranks of the profession with credit both 
to itself and to them. I must again refer to the desirability of 
inculcating in our office staff a stronge ethical attitude in all 
matters connected with practice, for without doubt, if the prac- 
titioners of the future have a sound education and a good account- 
ing training in addition to being ethical in their practice, they will 
reflect credit upon the profession. 

Numbers will be of no avail without proper qualifications, and 
as the demand is for more and again more accountants, it is our 
bounden duty to do all we can to see that the qualifications are 
of such nature as to prevent discredit to the profession, the stan- 
dards of which must be maintained. I am constrained to speak 
strongly on this subject as there have come under my observa- 
tion many instances in which those practising accountancy seem 
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to care little or nothing for the ethical side of the question, for- 
getting that as a part of the professional world we must have a 
strong ethical strain in our make-up. This in my opinion is quite 
as essential as brilliant accounting ability. 

It is within the profession that the highest ideals should obtain, 
and the earlier the young men who are expecting to make account- 
ancy their life vocation are imbued with these ideals the better 
for the future. On occasion it has been noticed that men who 
have come out of the commercial world to take up the practice 
of accountancy have not given as much attention to the ethical 
side of the practice as could be wished. Perhaps this will hold 
good in other directions, as some of our members who have been 
trained within our ranks have likewise been derelict in this matter. 
Therefore it would seem most desirable that the young man grow- 
ing up in the profession should be helped to acquire the ground- 
ing which will fit him to be classed with the best element in the 
community both from the viewpoint of ability and from that of 
true professional attainment. 

As previously stated, it will be expected that the members of 
the American Institute of Accountants will be a strong support 
to the government in giving their best efforts to create the right 
impression when assisting in making returns to the internal rev- 
enue bureau under the revenue acts. In our practice we shall be 
enabled to build up for ourselves a name which will be of great 
fame in the business world. 

I will only touch upon that part of our practice which calls 
for the certifying of statements for the purpose of credit, as that 
phase has been repeatedly presented for our attention, and I am 
sure that we are all of one accord in our attitude on the balance- 
sheet audit and the entailed responsibilities. 

A condensed balance-sheet should have the most careful con- 
sideration in preparation and at no time should we be forced into 
signing any balance-sheet without being allowed the necessary 
time to ensure its correct presentation in conformity with our 
findings. 

Who among us has not faced difficulties arising from the lack 
of time to enable him to complete his mission so as to conform 
to the demands for a report at a given time and who among us 
has not had to take his stand on such occasions? The client’s 
interest may be jeopardized should there be delay in the presen- 
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tation of the report desired, but never may we condense a balance- 
sheet to an extent which will not conform with the best practice. 

We have as a guide a reprint from the Federal Reserve Bul- 
letin, “Approved methods for the preparation of balance-sheet 
statements” which is a most valuable document to which we can 
at all times turn when wishing to assure ourselves of our position. 
And I am sure that no client will gainsay us or disapprove of our 
attitude when presented with this reprint in corroboration of our 
position. 

The responsibilities of the accountant to the client are doubt- 
less well recognized by the practitioner and it would be impossible 
in the brief time at our disposal on this occasion to enlarge upon 
them. They seem to be obvious. It might not be out of place, 
however, to emphasize the necessity of observing the strictest 
confidence in all matters pertaining to the client’s affairs. Gen- 
eral practice will call not only for this, but for many other related 
things. 

It is not my purpose to go into that phase of the question 
which would include the accountant’s relations to the client, but 
more particularly to bring out other responsibilities which must 
be as fully recognized. Therefore in summing up the matter I 
would point out the following as being prime essentials in our 
practice and would bespeak of you an earnest attention thereto: 

Our duty to the government; 

Our duty to our employees ; 

Our duty to the profession. 

If I have in any way clarified the situation in relation to the 
foregoing summary I have served my mission and I hope that I 
have also voiced a word that may be beneficial to the profession. 

Certain standards have been set which will demand much 
of accountants and to live up to these standards will require 
watchfulness on the part of the members of the American Insti- 
tute of Accountants. 








Insurance Expense Accounting 
By W. H. DrauGHon 


This article describes: 
I. A convenient insurance record which shows: 

(1) The total amount of insurance in force at all 
times and how distributed ; 

(2) The correct amount of premium to be charged 
to expense each month on each policy and 
the total on all policies ; 

(3) The exact amount of unexpired insurance, at 
any time, on each policy and in total. 

II. A form for the correct departmental distribution of all 
insurance expense for the current month. 


In most accounting systems expenditures for insurance are 
not given due consideration. A common practice is to charge 
these expenditures directly to operating expenses. At the close 
of the fiscal year the policies in force are dug up and the amount 
of unearned premiums is computed and credited back to operating 
expenses and carried forward on the balance-sheet into the next 
period as an asset in the form of prepaid expenses. 

This practice might answer if the management were content to 
wait until the end of the year for all information appertaining 
to the operation and progress of the business ; but modern methods 
demand current information and modern accounting seeks to 
satisfy this demand. To that end, all operating expenses should 
be brought down to a monthly basis so that each month’s opera- 
tion will be charged only with the expense consumed during that 
month. 

Even in well-planned, modern offices, the monthly insurance 
charge is usually ascertained by estimation—for instance, one- 
twelfth of the estimated total for the year. There would be no 
criticism of this practice if laborious details were required in order 
to obtain the correct, actual, monthly figures; but the purpose of 
this article is to show how easy it is to find the exact amount of 
monthly insurance charges and, at the same time, present at a 
glance the other valuable information mentioned above. 
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The table on pages 18 and 19 shows the form of record in 
which each fire insurance policy is entered. Naturally, the best 
time to start the record would be the beginning of the fiscal 
year; but it may be started at any time, preferably at the first of 
a month. Bear in mind that columns 15 to 26 must be headed 
with months corresponding to the fiscal year, no matter in what 
month the record may be started. That is, column 15 will be the 
first month of the fiscal year and column 26 the last. 

Open the record as follows. Get out all fire insurance policies 
still in force. Enter the oldest one on the first line. In columns 
1 to 13 (omitting columns 5 and 6, which are to be left blank) 
insert the data called for, all of which is obtained from the policy 
itself. In column 12 show the full amount of premium as shown 
in the policy, regardless of the amount of premium already con- 
sumed. In column 13 show the term, in months, covered by that 
premium. Column 12 divided by column 13 will give the amount 
of monthly premium on that policy. Note the month of expira- 
tion, as shown in column 4, and insert the amount of monthly 
premium in each of the proper monthly columns, beginning with 
column 15 (if the record is started at the beginning of the fiscal 
year) and extending up to the month of expiration. The amount 
in the column for the month of expiration, however, will be a 
fraction of the monthly premium, unless the policy expires on the 
last day of the month. For instance, suppose the policy expires 
May 14th. The premium in the May column will be 14/31 of 
the monthly premium. In column 27 enter total of columns 15 
to 26. In column 28 write total amount of premiums running 
over into succeeding periods, if any. This will be the amount of 
unexpired insurance on that policy at the close of the current 
fiscal year. In column 14 write the sum of columns 27 and 28. 
This is the amount of prepaid insurance on this policy at the 
beginning of the current fiscal year. Column 27 plus column 28 
must always equal column 14, in totals as well as in individual 
entries. In like manner enter each policy. 

Having entered all policies in force at the time of beginning 
the record, total column 14. This is the amount of prepaid 
insurance that the ledger account must show (assuming, for this 
example, that fire insurance is the only kind of insurance carried). 
Proper entry should be made setting up this asset. 
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As new policies are taken out, treat these purchases in the 
same manner as any other purchase, charging them to prepaid 
insurance, and enter each new policy in the record in the same 
manner as above described. When entering new policies, the full 
amount of premium as charged by the agency will go in column 14. 


When a policy is terminated by cancellation, credit prepaid 
insurance with the amount of returned premium as per credit 
memo. from the agency. Enter the cancellation on the first 
vacant line in the record. Use red ink all the way across 
the record, copying, in columns 1 to 11, the data appearing in 
those columns in the original entry of the policy. In column 
5 show date of termination. In column 6 write the abbreviation 
“can.” to show that it was terminated by cancellation. In column 
14 enter the amount of returned premium credited by the agency 
(in red, of course). In column 28 enter the same amount shown 
in that column in the original entry. In column 27, enter the 
difference between columns 14 and 28. If column 28 should 
happen to be larger than column 14, the difference in column 27 
must be in black (all other entries being in red). In all cases, the 
algebraic sum of columns 27 and 28 must equal column 14, remem- 
bering that figures of dissimilar color subtract instead of adding. 
Beginning with column 26, and working backward across the 
record toward the current month, enter, in red, the full monthly 
premium (as shown in original entry) in each of the intervening 
columns. In the column for the current month enter such an 
amount (in black or in red as may be required) as will make 
the algebraic sum of the amounts in the monthly columns equal 
to the amount in column 27. In cancellation entries the amount 
in the column for the current month will always be in black if the 
policy is cancelled at “short term rates,” signifying an extra 
charge to make up for insufficient charges for prior months. If 
cancelled “pro rata,” the entry will be in red, like the others. In 
columns 5 and 6, on the line of original entry of the policy, enter, 
in red, the same data contained in those columns in the cancella- 
tion entry beneath. 


When a policy terminates by expiration, make an entry in red, 
as described in the preceding paragraph, except that no entries 
will be made in columns beyond column 11. Also make termina- 
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tion notation in columns 5 and 6 on the line of original entry of 
the policy, using the abbreviation “exp.” in column 6 here, as well 
as in the cancellation entry. 

At the end of each month, if any entries have been made in 
the record during the month (cancellations included), total all 
money columns (except column 12), remembering that red figures 
subtract. Do not rule beneath any total except in the monthly 
premium column for the month just closed. The total in that 
column is the correct amount of premium to be charged into 
expense for the month and credited to prepaid insurance, and 
cut-off rules may be placed beneath this total, as no more entries 
will be made in that column. Before making any entry, however, 
of this charge to expense, the accuracy of all totals in the record 
should be proven thus: the sum of all monthly columns (closed 
columns included) must equal column 27, and column 27 plus 
column 28 must equal column 14. If no entries have been made 
in the record during the month all totals are already correctly 
shown. 

If no departmental distribution of expense is made in the 
system, journal entry for the month’s insurance expense may be 
made directly from the insurance record; but if this distribution 
is desired, the amount of the month’s insurance charge is trans- 
ferred to the insurance distribution sheet, which will be described 
later. 

The fire insurance record described above not only gives the 
correct monthly charge for fire insurance, but shows any time at 
a glance just how much insurance is carried and how distributed. 
The importance of this is evident: it enables the manager to keep 
everything fully insured and to avoid over-insurance. At any 
time the correct amount of prepaid fire insurance is shown by the 
total of column 14 minus the sum of the totals of the closed 
monthly columns, or by the total of column 28 plus totals of the 
open monthly columns. The total of column 27 accurately fore- 
casts the total amount of insurance charge for the whole year, 
provided no further changes are made by additions or cancella- 
tions. At the end of the year the total of column 28 gives the 
exact amount of prepaid fire insurance to be included in the 
balance-sheet and will agree with the balance of the ledger account 
prepaid insurance, provided, of course, that the ledger account 
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represents fire insurance only. Furthermore, this amount can be 
quickly verified by listing the amounts in column 28 opposite each 
policy having blank spaces in columns 5 and 6. 


The record for the following year is opened by entering 
therein those policies still in force. The amount in column 28 of 
the old record is the correct figure for column 14 of the new 
record. 

Records similar to the fire insurance record may be prepared 
to take care of other kinds of insurance, such as boiler, plate 
glass, automobile, etc.; but these records will not require the dis- 
tribution columns 8, 9, 10 and 11. 


For the departmental distribution of all insurance expense, 
the premium charges for the current month as shown by the 
totals in the respective insurance records (fire, boiler, etc.) are 
transferred to the insurance distribution sheet illustrated on page 
23. The total premium charge for the month from the fire insur- 
ance record is entered in column 7, line 20. Totals from the other 
insurance records are entered on the same line in the columns 
corresponding to the respective records, and the grand total 
(cross-footed) is entered in column 13. This grand total is the 
total charge for the month for all insurance expense, which is to 
be distributed over the various departments into which the busi- 
ness is divided. In the proper columns, on line 21, are entered 
the totals from the policy distribution columns in the fire insur- 
ance record. The amount on line 20, column 7, is distributed over 
columns 3, 4, 5 and 6, on the the same line, in proportion to the 
amounts in force shown on line 21. 

It will now be noted that the amounts thus inserted on line 20 
in columns 3, 4, 5 and 6 constitute the totals of the fire insurance 
charge on building, equipment, merchandise (or finished product) 
and raw material, respectively. Each of these totals is in turn 
to be distributed over those departments which should bear a por- 
tion of such change. This distribution is based on the relative 
value of such property in the departments involved. Having once 
computed this relative value, it may be expressed in percentages, 
using the space provided therefor in the margin of each column. 
Each percentage column must total 100 per cent. The same per- 
centages may be used month after month so long as no important 
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changes occur in the value of the properties in the several depart- 
ments. In column 7 on each line enter the total of columns 3, 4, 
5 and 6 on that line. 

Similarly, the totals entered on line 20 in columns 8, 9, 10, 
etc., should be distributed logically over the proper departments. 
Quite probably the total of some of these columns (as well as of 
some of the fire insurance columns) will be chargeable to a single 
department. The premium for workmen’s compensation insur- 
ance will be distributed on the basis of payrolls in the several 
departments. In column 13 on each line enter the total of col- 
umns 7, 8, 9, 10, etc. The total of column 13 should then agree 
with the amount already written in that column on line 20. 

Column 13 now shows the total amount of insurance premium 
chargeable to each department, and prepaid insurance is to be 
credited with the grand total, line 20, column 13. 

This treatment of expenditures for insurance removes all the 
uncertainties of guess-work and estimates, and places every cent 
of such expense where it rightfully belongs, even down to the 
final departmental distribution. Once tried it will prove far more 
satisfactory than the loose practices now in common.use. 
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By Max SCHLESSINGER 


The type of retail store referred to in this discussion is the 
one that manufactures its own clothing. It differs from the or- 
dinary type of retail store, inasmuch as it is a combination of a 
manufacturing plant and a department store. It has, therefore, 
its peculiar problems, which probably would not be found in the 
ordinary department store. 

Ninety-five per cent. of the income of a retail clothing store 
is received in cash. It is, therefore, one of the main problems, 
how to account accurately and speedily for cash receipts. 

The original record of the transaction is the sales ticket. The 
ticket is made out in two ways: (1) by salesman, when making 
the sale; (2) by special clerk who makes it out on a special 
register machine. The ticket contains the following information: 
number, date of sale, name of salesman, name of customer and 
address, description of garment sold, price and whether paid in 
full or deposit given and balance to be paid when delivered. 

Next comes the cashier’s daily sheet. This sheet contains the 
following information: date, name of salesman, name of customer, 
number or style of garment and amount received. It has addi- 
tional columns into which the amount is distributed. At the end 
of the day the cashier adds up his daily sheet and summarizes 
it as follows: 


Dr: 
Cash 
Balance 
Cr: 
Sales 


Accounts receivable 

Balances receivable 

Employees 

General 
It is also necessary in some special cases to show what amount 
has been deposited in the bank and what has been paid out by 
the cashier. These entries are given to the bookkeeper, to be 
recorded in the general cashbook. 
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Cashbook. The cashbook is simply an enlargement of the 
cashier’s daily sheet. It has additional columns to take care of 
such receipts as can not be placed in any of the columns con- 
tained in the cashier’s daily sheet. It has, in places where dis- 
bursements are made out of the daily receipts, additional columns, 
headed “bank” and “cash on hand.” 

The total of these two columns accounts for the total receipts. 
The disbursement side of the cashbook has all columns which 
are usually found in any establishment that does considerable 
business, and in some places has a cash-on-hand column, which 
is simply kept as a memo. of all payments made out of the daily 
receipts to correspond with the column “cash on hand” on the 
debit side. 

AUDITING OF RECEIPTS AND DISBURSEMENTS 

Receipts. The receipts of a retail clothing store are audited 
in several ways. (1) The cashier’s daily sheet is checked with 
the salesman’s daily slip. Where the sales ticket is made out by 
a special clerk, on a duplicating machine, the duplicates are 
checked with the cashier’s daily sheet. (2) The cashier’s daily 
sheet is checked with the cancelled original sales tickets. These 
are the receipts which are originally given to the customer and 
taken back when delivery is made. The delivery clerk is in- 
structed not to deliver any garment without getting back the 
original ticket (a bill is given to the customer instead of the 
original ticket). (3) The cashier’s daily sheet is checked with the 
records of the stock clerk. For that purpose, a daily stock sheet 
is kept by the clerk, on which all merchandise received from the 
factory and all garments sold are recorded. It is for the auditor, 
taking all circumstances into consideration, to decide which is the 
most effective way. 

ACCOUNTING FOR BALANCES 

One of the difficult features in retail clothing store accounting 
is to account accurately the total amount due on balances and to 
reconcile it with the garments left in the busheling department. 
A controlling account is kept in the general ledger headed “bal- 
ances controlling” to which the totals of the “balance” columns 
in the cashbook, dr. and cr. respectively, are posted. The differ- 
ence should represent the total amount due on garments on which 
there are unpaid balances. The details of this account are kept 
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in a subsidiary balance book, which contains the following infor- 
mation: date of sale, name of salesman, style of garment, price, 
deposit, balance, date paid and number of cashier’s daily sheet. 
A list of open balances is prepared periodically, which is checked 
with the garments in the busheling department. In my experience, 
I found this record to be of great importance, as many a time 
garments on which there were unpaid balances were by error or 
otherwise delivered to the customer and money was thus re- 
covered which would have been lost, unless this periodical check 
on the busheling department had been kept. 
AUDITING OF DISBURSEMENTS 

The auditing of disbursements of a retail clothing store does 
not present any peculiar problems. Where payments are made 
in currency out of the daily receipts a voucher must be produced 
to show the correctness and propriety of the payments made. 
The auditor, however, must discourage the above practice and 
advocate the “imprest” system, instead. 

CHARGE Book 

The percentage of business done by a retail clothing store on 
credit is usually very small. The charge book, therefore, is not 
very heavy. It contains the following information: date, name 
of customer, name of salesman, description of garment and price. 
It has three money columns, which are headed, “total,” “accounts 
receivable” and “employees.” As it is customary for the em- 
ployees of a retail clothing store to take goods for their own 
account and to pay in weekly instalments, a separate controlling 
account must be kept in the general ledger, showing the total 
amount due from employees. 

PurcHASE BooK oR VOUCHER RECORD 

The purchases consist of the following: piece goods, trim- 
mings, finished goods, sundry supplies, sponging, sundry expense 
bills, etc. The purchase book must be designed so as to classify 
that information. As the custom of trade in the clothing business 
is to allow discount, ranging from 3% to 10%, it is advisable 
to enter the bills net. A separate column, headed “discount,” 
records all the discount allowed on each particular bill. The 
entry, at the end of the month, is to charge purchases (properly 
classified) and to credit accounts payable with the net amount 
and discount with the difference. It seems to me that this 
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arrangement of the purchase book is quite helpful to the auditor, 
as he can tell at a glance whether discounts taken are correct 
or not. 

CoNnTRACTORS’ LABOR 


In some establishments the work, although cut on the premises, 
is given to outside contractors to be made up into garments. 
Each time work is given out, a statement is made up, accompany- 
ing it. This statement takes the place of the contractor’s invoice 
and should form the basis of an entry, either in a separate con- 
tractor’s journal or in a purchase book, charging labor account 
and crediting the contractor’s individual account in the creditor’s 
ledger. 

GENERAL JOURNAL 

Any entries which cannot properly be recorded in one of the 
foregoing books are recorded in the general journal. Any jour- 
nal, with six columns, divided, will do. 


GENERAL LEDGER 


The following accounts will usually be found on the general 
ledger of a retail clothing store: 


Asset accounts 

Cash 

Bank 

Accounts receivable 

Employees 

Balances controlling account 

Petty cash 

Inventories of merchandise (classified as to finished 
goods, goods in process, sundry supplies, piece 
goods, trimmings) 

Furniture, fixtures, machinery 

Investments 

Special assets, such as prepayments, and any other 
assets which might come into the possession of 
the establishment. 


Liability accounts 
Accounts payable 
Notes payable 
Loans payable 
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Salaries and labor accrued and any other liabilities 
which the establishment might incur 
Capital accounts. 


Income accounts 

Sales (classified as to charge and cash) 

Sale of waste 

Sales of finished goods, odd lots at reduced prices 
(the above two accounts are closed out to pur- 
chases and original inventories of merchandise, 
respectively ) 

Interest on bank balances. 


MERCHANDISE EXPENSE ACCOUNTS 


Purchases (classified as to piece goods, trimmings, sponging, 
sundry supplies and finished goods). 

Labor (classified as to designing, cutting and making). 

Manufacturing expense (classified as to rent, repairs to 
machinery, heat, light and power, factory insurance and sundries). 

Selling expense (classified as to salaries of salesmen, stock 
clerks, busheling department, advertising, commission and 
bonuses, etc.). 

General and administrative expense (classified as to salaries 
of managers, office expenses, rent, insurances, telephone, tele- 
grams, postage and sundries). 

Interest account, charities, reserves for the depreciation of 
fixtures and machinery and such other accounts as circumstances 
may require. 

For the purpose of classifying the component parts of a cer- 
tain account, I find the tabulated ledger sheet of benefit. It 
saves the inconvenience of handling a large number of accounts 
and has the required information at the same time. It has also 
the advantage of having all the facts making up a certain group 
consolidated in one single amount. 

Periodical statement. The periodical statement does not 
differ materially from the periodical statement made up by any 
other establishment. The main part of this statement is the 
percentages which show the relation between certain groups of 
facts. The statement should be so made up as to enable any 
manager, who is thinking about the progress of the establishment, 
to 1.ake up his budget for the ensuing year. 
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Stock records. In an establishment where there is no com- 
plete cost system, the management should insist that a stock 
record of all finished garments be kept. The best form is the 
card. Each garment as it is received should be recorded on a 
card, giving the number of card, date, style of garment, from 
whom received. When any particular garment is sold, the card 
is taken out and placed in “sold file.” The name and address 
of the customer buying the garment is entered on that card. It 
is filed in numerical order. The management should see that 
the stock is periodically checked with the cards, so as to make 
sure of the accuracy of the record. 

Contractors’ stock-book. A separate stock account should be 
kept with each contractor, charging his account with all cut gar- 
ments given to him and crediting his account with the number 
of garments returned. It is understood that this record should 
tie up with the receiving clerk’s records. 

PROBLEMS FOR GENERAL CONSIDERATION 


Valuation of inventories. Inventories of merchandise should 
always be valued at cost price, even though the market is lower. 
This perhaps would be in opposition to the general doctrine that 
stock should always be valued at the lower price. It seems to 
me, however, that in order to ascertain exactly the operation for 
a certain period and for comparative purposes, a single basis for 
valuation of stock must be adopted. The stock in a retail cloth- 
ing store is usually large and unless it is valued on a uniform 
basis, from year to year, the character of the operations and the 
profitableness of the business could never be accurately ascer- 
tained. Any small variation in valuing the garments would mean 
many thousands of dollars. 

PRIcE FIXING 


One of the difficult problems confronting a retail clothing 
store manager is the fixing of the selling price. It is understood 
that cost records must be kept as accurately as possible in the 
circumstances, and it is of great importance that the cost records 
be checked often, especially in stores where no complete cost 
system is kept. 

OVERHEAD EXPENSES 

The manager must have an accurate idea as to the percentage 

of overhead expenses which he is to add to the cost of the 
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garment, and this is where the value of statistical statements is 
seen. By overhead, in this particular case, I mean all the expenses 
of running the establishment, including managerial salaries and 
proprietors’ drawings. Then a legitimate profit must be added, 
so as to yield a return on the investment. Again I must recom- 
mend that as a basis for calculations the cost of the garment be 
taken. While it is customary to calculate percentages on sales, 
I think the manager is always on the safe side when basing his 
calculations on cost, for the simple reason that cost is a determin- 
able quantity, as long as a certain amount has been spent for 
material, labor and manufacturing expenses. The sales, however, 
are an undeterminable quantity—consequently the percentage on 
sales would vary with the sales. The question usually comes up: 
“What amount of business must I do in order to cover my 
expenses?” While this amount can usually be determined by 
referring to past experience, no one knows whether the sales for 
this period will be larger or smaller than in the period passed. 
The volume of business in a retail clothing store is usually hard 
to determine, as it is dependent upon such factors as weather 
conditions, whims of fashion, change of localities and social con- 
ditions. The retail clothing store is an entirely local establish- 
ment; and its volume of business is apt to change with such 
changes of locality as shifting of population, construction of local 
means of communication, etc. The thoughtful manager should 
always have these things in mind, when laying out his plans for 
the coming year and determining his selling policies. 


LABOR PROBLEM 


In certain localities, the retail establishments hire their assist- 
ants for a period of one year and are bound by agreement not 
to discharge them until the end of that time. The question then 
is for the manager to determine exactly how many men he must 
have in order to run the establishment. He must guard himself 
against being short of assistants and against having too many 
idle hands on the payroll. It is of great help to a manager to 
keep some kind of efficiency records showing the productivity of 
each man, in terms of the cost of each sale per man. For that 
purpose a salesman’s record should be kept, on which the total 
sales of each man are entered daily. This sheet is totaled at the 
end of the month. Each man’s total for the month is reduced to 
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a daily average. (This avoids the error of taking in absences.) 
This daily average is compared with the average wage and thus a 
rate is established which shows the efficiency of each particular 
man. The manager should have no trouble in determining in 
advance the number of employees required in the course of the 
year, if he carefully studies his figures for the past period. In 
certain instances, where it is available, extra labor can be hired 
to tide over the busy seasons. This is advisable in some instances, 
where the efficiency or inefficiency of the extra men or women 
does not affect the general goodwill and policies of the 
establishment. 
Stock OF MERCHANDISE ON HAND 


How large a stock should a retail clothing store have? This 
question is one of the stumbling blocks in many an establishment. 
It differs materially from some other establishments as the sale 
of merchandise is usually left to the choice and selection of the 
customer. A wholesale merchant can manage to push particular 
numbers, but the retailer cannot very well do so. His stock must 
always be replenished with new styles and must be large enough 
to meet all demands. The turnover of stock may be abnormally 
slow. This is a very unfavorable state of affairs, as it is never 
to the advantage of the establishment to have its stock accumulate 
from year to year, even though it is making money. The manager 
must pay strict attention to this matter, and see that the stock 
moves. A special sale should be periodically made of left-overs, 
odd sizes, etc., even though a little loss has to be taken on them. 
It is understood that the buying must be so arranged as to 
accomplish the desired result, that is to have the stock as small 
as possible. The buying of various classes of merchandise, such 
as piece goods, trimmings and sundry supplies, should be so co- 
ordinated as not to have merchandise of one class entirely out 
of proportion to merchandise of the other classes. 
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Transactions Between Partner and Firm 
By W. A. PATon 


The personification of the business enterprise is not an unreas- 
onable figure for the accountant to adopt, particularly in corpora- 
tion accounting ; but in the case of the partnership there is no legal 
fiction to support this view, and if insisted upon in certain types of 
transactions it is likely to obscure the actual situation. 

So-called transactions between partner and firm, for example, 
are virtually transactions between partner and partner, instead of 
between a partner as an outsider and the partnership as a business 
entity; and unless the special character of such transactions is 
clearly recognized in the accounts in some way erroneous con- 
clusions may be drawn. In current discussion of the subject, how- 
ever, it is usually urged that these transactions should be viewed 
in the same way, and handled in the same accounts, as transactions 
between the partnership and outsiders. There are at least some 
reasons for questioning the propriety of such recommendations. 

Let us consider first the case of a partner “borrowing” from 
the firm. Suppose that A and B are partners in some commercial 
undertaking, and that B finds himself in need of funds for personal 
expenditures. Assume further that there are no profits available 
from which to draw and that B borrows $20,000 from the firm on 
his promissory note. The note carries six per cent. interest and 
is payable to the firm in one year. How should this transaction 
be interpreted and how should it be recorded? If handled in the 
regular way the amount of the note would be charged to notes 
receivable, as in the case of a note made by an outsider, and the 
concurrent credit would be of course to cash. According to these 
entries the transaction involves simply an exchange of assets and 
does not affect the financial status of the business—that is, asset 
and equity totals remain unchanged. 

But does this represent the actual situation? The note may 
be an entirely legitimate document, but does it replace the cash 
withdrawn in any but a formal sense? Let us ask first if the assets 
of the firm are maintained from the standpoint of a creditor. Here 
the fact of unlimited liability is an important consideration. If 
the A and B partnership is of the usual type the creditors depend 
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for security not only upon the assets of the business but ultimately 
upon the entire personal estates of A and B as well. In other 
words the law does not consider a part of the assets of A and B 
as subject exclusively to the claims of creditors: all their assets are 
involved. The depositing of B’s note, accordingly, does not itself 
maintain the assets and protect the creditor in the same way as 
would the receipt of a note made by a responsible outsider. As to 
whether B’s borrowing diminished the creditors’ security or not 
depends primarily upon what disposition B makes of these funds. 
If he invests the $20,000 in property without any loss in value, the 
position of the creditors is essentially unchanged. If B loses or 
spends this sum his estate is diminished by $20,000 and the ulti- 
mate security of the creditors is impaired to that extent. 


In case of liquidation there would perhaps be some advantage 
to the creditor in having a specific note against B available. But 
the creditors’ position would be essentially the same if no note were 
deposited and if the sum of $20,000 drawn by B was not borrowed 
but was instead a retirement of a part of B’s capital investment in 
the partnership. 

In the case of a corporation the situation would be entirely 
different. A note made by a stockholder in favor of the corpora- 
tion would in general be as legitimate a corporate asset as the note 
of any equally responsible outsider. (If the borrower were a 
director or any stockholder with a large interest the cautious 
auditor would, of course, look into the situation with considerable 
care, particularly if the amount involved were large.) Such a note 
would put the corporation in possession ot a right entirely in addi- 
tion to and distinct from any rights it might previously have had 
against the stockholder as a member of the corporation. In other 
words, the fact of limited liability means that the stockholder 
usually only jeopardizes the amount of his investment and that 
the creditor of the corporation, consequently, has no rights against 
any other property the stockholder may have. 


The partners, of course, wish to have the accounts show the 
history and status of the enterprise as a distinct business entity, but 
it is doubtful if B’s note can properly be considered an asset even 
from their standpoint. If this note is an asset, then B is part 
owner in a right against himself—a somewhat fantastic concep- 
tion. The point involved can perhaps best be made by taking a 
rather extreme illustration. 
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Suppose that A and B are equal partners and have invested 
$500,000 in a timber tract and sawmill. Suppose further that as 
the original capital becomes available in current funds the partners 
“borrow” these funds from time to time, depositing their personal 
promissory notes carrying an agreed rate of interest to cover these 
borrowings. (Net income, it may be assumed, is divided equally 
and withdrawn at the end of each accounting period.) Assuming 
that the entire original investments were finally liquidated, and 
that all funds were withdrawn in this manner, the balance-sheet 
of the partnership—before dissolution—might appear somewhat as 
follows: 

Notes receivable $500,000 A, capital $250,000 
B, capital 250,000 


$500,000 $500,000 

Evidently in this case the partnership as an enterprise has no 
assets, although according to the above balance-sheet the assets 
total $500,000. It seems clear that these notes cover virtually 
partnership drawings. The accounts to which these notes are 
charged are proprietary adjustment accounts and hardly represent 
assets of the partnership in any sense. The making of these notes 
is one way of preserving equity as between A and B; and if draw- 
ings have been unequal, as is usually the case, an adjustment will 
have to be made. Each partner might, of course, insist upon the 
payment of the gross amount of the notes and the subsequent 
equal division of the funds thus raised; but this procedure would 
be essentially equivalent to an adjustment between the partners 
involving only the net amount. If, for example, A had borrowed 
$300,000 and B $200,000 in this case, dissolution could be accom- 
plished if A simply made a payment of $50,000 to B; and this 
procedure would bring about the same result as would be attained 
if all the notes were paid and the funds deposited to the account 
of the partnership to be later equally divided between the partners. 

Partners’ borrowings, then, are essentially equivalent to part- 
ners’ drawings; and the superficial distinction that exists between 
the two cases should be ignored when one is interpreting the 
accounts from the standpoint of the actual financial status of the 
partnership. A note drawn by a partner in favor of the partner- 
ship should be viewed, not as an asset similar to any note made by 
an outsider, but as a proprietory adjustment between the partners ; 
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and such an item might well be charged to an account entitled 
“loan to B,” for example, instead of notes receivable, so that its 
peculiar nature would be less likely to be misunderstood. 

Similarly, in interest on partners’ borrowings, situations may 
arise which require special treatment. It is commonly held that 
interest accruing on such borrowings should be credited to the 
regular interest accounts; but there are some cases at least in 
which this treatment is questionable, if not actually improper. 

Suppose, for example, that in the case first referred to above, 
interest on the loan to B was due every six months, and that at the 
first interest payment date B for some reason found it inconvenient 
to make the payment. Suppose further that it is finally agreed 
between the partners that a charge be made to B’s account for the 
amount of interest due, $600. The concurrent credit in such a 
case is usually to the interest revenue account, and if this pro- 
cedure is followed the entries giving effect to this agreement 
would be: 


NS sh ctaKiedeneinsataweebe $600 
a na er aE gn $600 


The credit to interest is ostensibly a revenue item, but a careful 
examination of the case discloses the fact that no revenue what- 
ever is involved and that the essence of this transaction is simply 
an adjustment between the two partners. This can perhaps be 
best shown by an examination of hypothetical balance-sheets as 
affected by this transaction alone. 

Let us assume that the balance-sheet just after B borrows the 
sum of $20,000 stands as follows: 


Various assets $60,000 A, capital $40,000 
Loan to B 20,000 B, capital 40,000 
$80,000 $80,000 


Ignoring all other possible transactions, and assuming that A 
and B share income in proportion to respective investments, the 
item of interest revenue recognized in the above entries might now 
be divided and credited to the partners’ capital accounts. The 
entries would be: 


ee ee ee $600 
i Be eee ee $300 
Bp EEE hh Kd5006 0466035050: 300 
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The balance-sheet, as affected only by these entries, would now 
appear as follows: 


Various assets $60,000 A, capitai $40,300 
Loan to B 20,000 B, capital 39,700 
$80,000 $80,000 


It might be urged that, even admitting that the introduction 
of the entries in the interest account in the above transaction 
is a formality which serves a useful purpose in presenting clearly 
the history of the transaction, this procedure does not disturb 
the accuracy of the final balance-sheet. The answer to this argu- 
ment is that although the integrity of the balance-sheet is not dis- 
turbed by this kind of accounting that of the income sheet is. If 
credits of this type are included with regular interest earnings they 
go to swell the final net income figure. The amounts may be small, 
but the principle involved is important. No accounting procedure 
should be approved which permits the shifting of an item of 
original proprietorship from one proprietor to another to affect 
the statement of net income. 

A comparison of the two balance-sheets shows very clearly that 
no revenue whatever has been realized since asset and equity 
totals remain unchanged. The introduction of the interest account 
is evidently a bit of formal procedure which has nothing to do 
with actual income. The net effect of the whole transaction is an 
adjustment between the partners: an item of B’s equity, $300, is 
transferred to A’s capital account. Total proprietorship, however, 
is not affected, and hence no profit has been realized. B’s equity 
has declined and A’s equity shows a corresponding increase; the 
partnership as an enterprise, however, has neither suffered a loss 
nor realized a gain. The debit and credit entries to the interest 
account might indeed have been omitted ; and in this case the trans- 
action would be recorded as follows: 


MED g.criccarcevesnsesacsewesas $600 
DB CS inccitcnianestarenvens $300 
Perr rT er 300 
or simply, 
ONE hci Nbscswiieandecveseans $300 
i GUE. 5.464 evndcscnscricevecs $300 
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The history of the transaction can be fully revealed by the use 
of some account other than the general interest account if it is 
desired to bring in an additional step in the entries. This account 
might be called “partnership adjustments” or by other appropriate 
title. The point to be emphasized is that whatever the title of the 
special account involved, it must not be considered an income 
account. 

Even if B had actually paid in cash the amount of the interest 
due, $600, at the end of six months, it is doubtful if this should be 
considered a revenue transaction from the point of view of the 
partnership. Certainly such a transaction has no reference to 
earnings Or operation in the usual sense. There is, in this case, an 
actual increase in total assets; but if the concurrent credit is made 
to interest this means that the partnership has actually earned 
$600, and since B has a half interest in all income the amount of 
$300 must ultimately find its way to his capital account as a credit. 
As far as B is concerned, then, the amount of $300 is virtually 
transferred from one pocket to another—from outside interests to 
the partnership—and really represents new investment. A has 
actually earned $300, however, as a result of permitting $10,000 
of his funds to be used by B for six months. But has the partner- 
ship as an enterprise earned anything ? 

The foregoing brief discussion would seem at least to indicate 
that there is good reason for viewing all transactions between 
partner and partnership as of a distinct type, and that to avoid 
misconceptions all such transactions might well be handled through 
special accounts. 
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EDITORIAL 
Holding the Accountant Responsible 


THE JOURNAL OF ACCOUNTANCY has frequently urged the 
desirability of placing upon the shoulders of the accountant full 
responsibility for his work. Because of the lack of court decisions 
in this country on the subject of the accountant’s responsibility 
there is a wide difference of opinion as to how far the accountant 
may be liable for errors of judgment or errors of intent. 

The general opinion seems to favor the theory advanced in 
several English cases to the effect that the accountant must exer- 
cise reasonable care in the preparation and certification of reports, 
and beyond that point he may not be held responsible. This, how- 
ever, does not indicate to what extent an accountant may be liable 
when he does not exercise due care or when he is guilty of gross 
carelessness. This point will not be settled until some accountant 
is charged with neglect of his professional obligations and damages 
are assessed. The sooner such a case is decided the better it will 
be for the entire profession. 

This must not be interpreted as expressing a belief that there 
is any widespread attempt to avoid the responsibility which should 
rest upon the profession. In the great majority of cases the 
accountant is quite impartial and does carry on his labors with a 
care and diligence which fulfill the accepted meaning of the word 
“reasonable.” 

When the American Institute of Accountants was founded one 
of the principal arguments in favor of the new organization was 
the disciplinary power which would be created by a change from 
indirect to direct membership. Representatives of the institute 
informed government departments that discipline would be swift 
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and severe whenever cases of malpractice were discovered and 
tried. The record of the institute indicates that this undertaking 
has been carried out. 

The great difficulty, however, is to induce persons who have 
knowledge of wrong-doing to make complaint to the institute. 
Every member owes a debt to the organization to report matters 
which may come to his attention and would reflect upon the good 
name of the profession. A mere statement of facts may be pre- 
sented to the executive committee which will see that the neces- 
sary investigation follows. The person reporting the facts may, if 
he desires, remain in the background, although this is certainly 
not advisable. 

One of the principal ways in which professional evils may 
be brought to light is by action of government departments before 
which accountants appear. For example, the bureau of internal 
revenue has become something of a supreme court before which 
accountants practise. The bureau might well act to disbar practi- 
tioners found guilty of wrong-doing, and, if notice of such disbar- 
ment were given the institute, there would be prompt trial and 
action in the case provided the persons disbarred were members 
of the organization. 

It is evident that the importance of high professional morality 
is recognized by the bureau of internal revenue. In the course of 
a speech by Commissioner Daniel C. Roper before the National 
Association of Manufacturers this point was quite strikingly 
emphasized. The daily press carried extracts from the speech, 
but it is likely that the matter did not receive the attention which 
its significance deserves. 


The following excerpt from the address may well be taken to 
heart by every accountant: 

“The bureau holds an open door to every taxpayer and to the 
authorized representative of any taxpayer for the presentation 
of claims and appeals and for the argument of cases under con- 
sideration. At the same time it has been discovered that in this 
kind of legal and accounting practice certain abuses have de- 
veloped. Taxpayers have suffered in some instances as the re- 
sult of unethical conduct on the part of tax advisors and con- 
sultants who have sought their own advantage in the mystifica- 
tion of their clients and in the delay inevitably incident to the pro- 
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cedure of the bureau. Our plan is not to question the intentions 
and procedure of representatives of taxpayers until such repre- 
sentatives by their own conduct forfeit such confidence and thus 
debar themselves from future practice before the department.” 


It will be eminently salutary if the threat contained in the 
foregoing quotation is carried out—and we believe that there will 
be no hesitancy in putting the threat into execution. The Ameri- 
can Institute of Accountants certainly will support every proper 
effort to prevent unprofessional or dishonest conduct on the part 
of persons describing themselves as accountants. 


The extent to which this control may finally be carried is in- 
dicated in another part of the commissioner’s address wherein he 
suggests the establishment of a tribunal resembling the customs 
court. 

“The attitude of the bureau toward taxpayers who are dis- 
posed to appeal from the official decisions in their cases is con- 
siderate and open minded. We wish to entertain and give full 
consideration to appeals and claims in specific cases, as well as 
to general suggestions for improving the policies and procedure 
being followed. If the final action of the bureau is not accept- 
able to the taxpayers, we have within the bureau a separate and 
impartial appellate body known as the advisory tax board, com- 
posed of specialists in economics, law, accounting, business and 
government administration. It is hoped that the functioning of 
this board will eliminate a large number of cases which other- 
wise would be taken directly to the courts. By thus reducing 
litigation, the course of tax cases in the federal courts will be ex- 
pedited. This result is greatly to be desired by the taxpayers 
and by the bureau. Further to expedite the cases which are taken 
to the courts, it is thought that a separate and permanent internal 
revenue division should be created in the department of justice, 
similar to the customs court.” 

While on the subject of professional dishonesty it may not be 
amiss to suggest that there be some kind of regulation prohibiting 
persons from describing themselves as income tax experts. There 
are, no doubt, many accountants who can qualify as experts in 
income tax practice, but we frequently hear of men who have 
been revenue officers or lawyers or accountants or engineers or 
what not setting up in business as income tax advisors. If they 
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“ 

have not a fair working knowledge of income tax law and pro- 
cedure they may deceive the public, defraud the government and 
generally bring into disrepute the administration of the income 
tax law and may injure the fair name of those professional men 
who have the knowledge required properly to advise the bewil- 
dered taxpayer. 





National Budget 


It really begins to appear that the United States is about to 
enter upon a great and much needed reform. The national budget, 
which has been a kind of will-o’-the-wisp pursued by practical 
men in congress but eluding actual capture, now seems to have 
become an almost tangible reality. Both houses of congress ex- 
press themselves in favor of the adoption of a budgetary system, 
and the measure if passed will probably not be vetoed. 

The extraordinary thing about the whole affair is the necessity 
to debate the adoption of such a system. In the twentieth century, 
which certainly may be called the era of business, it is incom- 
prehensib’e that any body of ordinarily intelligent men should 
find it necessary to discuss the approval of an elementary factor 
of business procedure. The practical business men in congress 
are a minority—not necessarily the minority party—but the pro- 
fessional men who preponderate might be expected to have suffi- 
cient knowledge of the rudiments of business to recognize the 
necessity of counting the cost before building. We have scriptural 
authority for the fate which will befall the man who starts to build 
without a budget. We have the example of every other civilized 
nation before us. But the United States has floundered along the 
entire course of its national career without any definite idea of 
what it would spend, how it would spend it or whence would come 
the money to be spent. 

The labors of the economy and efficiency commission appointed 
by President Taft were instrumental in impressing upon the 
public, even if not upon official Washington, the necessity for a 
national budget ; but, probably because of interested motives, there 
has been no realization of the proposed reform. It therefore re- 
mains for the present congress to demonstrate its superiority over 
its predecessors and its appreciation of fact by promptly enacting 
a law providing for a budget. 
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It is of primary importance that the budget act should be so 
worded as to call for a budget prepared upon sound business prin- 
ciples, not upon vague and possibly interested ideas of theorists. 

What we have said does not imply in any way that congress 
should rashly enact the first budget bill presented to it. We can- 
not understand how there can be any difference of opinion as 
to the need for a budget, but it is obvious that the details of the 
bill must be prepared with great care. 

Perhaps the major problem in working out a budget plan con- 
cerns the audit machinery. Some authorities think that under a 
budget plan this responsibility and authority ought to continue 
to rest, where it was placed by Alexander Hamilton, under the 
supervision of the secretary of the treasury. If congress under- 
takes to set up an audit machine subject to its control, the results 
are not likely to be satisfactory, and certainly the authority should 
not be vested in any spending department. To be effective it 
must be lodged in the hands of a cabinet officer, as otherwise 
the audit administration would be too weak. 

Here is an opportunity for the United States to show itself a 
practical nation. Such opportunities should not be allowed to 
pass. 
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Income Tax Department 
EpiTep BY JoHN B. Niven 


Since the last issue of THe JouRNAL or ACCOUNTANCY, ten treasury 
decisions relating to income taxes have been published by the treasury 
department and are herewith presented. 

While T. D. 2840 will reach the readers of THE JouRNAL too late to 
be of value with payments which were due June 15, 1919, it may serve as 
a precedent in the event that the “last due date” falls on a Sunday in 
future. The ruling deferring the time limit until the next day in such 
case is, indeed, only a special notification of the general regulation con- 
tained in article 447, applicable whenever the last due date falls on a 
Sunday or legal holiday. 

Attention is directed in the treasury decision to the omission from 
section 250 (a) of the revenue act of 1918 (which specifies when tax 
payments are due) of the ten-day period of grace allowed under the 
former law before penalties begin to accrue. Section 250 (e) of the 
present act provides that the 5% penalty and 1% monthly interest are to 
be added from the due date “if any tax remains unpaid after the date 
when it is due, and for ten days after notice and demand by the collector,” 
but these terms seem to be similar to those of the former act. 

T. D. 2843 is simply a reaffirmation, on the strength of the opinion of 
the attorney general, of article 85 of regulations 45, which recognizes the 
constitutional exclusion of the compensation of state officers and em- 
ployees from liability to federal taxes. 

T. D. 2844 amends article 445 of regulations 45, covering extensions 
of time to persons abroad, the new material being printed in italic. In- 
stead of requiring that “the whole tax shown to be due must be paid at 
the time of filing the return,” the regulation now requires only that “the 
instalments of tax which are actually due must be paid at the time of 
filing the return, and the other instalments shall be paid as they fall due.” 
The due date for the first payment being the date of filing, no interest is 
charged to that date; but this is true only if the case comes under the 
privilege of the general extension, without special application. This is not 
taken to mean that, if an individual unaware of this general extension 
should make specific application on the same grounds as those upon which 
the general extension was granted, he would be required to pay interest. It 
is only where the extension is granted “for other reasons” that interest 
must be paid. 

T. D. 2847, as amended, is in reply to repeated questions as to whether 
corporations are entitled to deduct from their gross income for the pur- 
pose of the income tax the amount of contributions to religious, charitable, 
scientific or educational corporations or associations, these questions arising 
most frequently with reference to contributions made to the Red Cross 
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and other war activities. The decision states that they are not and gives 
the reasons therefor: they do not come under the terms of any allowable 
deduction for corporations, as described in the act. 

T. D. 2849 supplements item 20, schedule A, page 2 of form 1120, cor- 
poration income and profits tax return. Item 20 now states in parentheses 
“if depletion is claimed, form A (revised) of mines and minerals section 
should be obtained from the collector, filled in and filed.’ Form A is for 
taxpayers engaged in mining, but in accordance with this decision tax- 
payers claiming depletion of oil and gas wells will fill in and file form N. 


T. D. 2850, relative to the acceptance by collectors of certificates of in- 
debtedness in payment of income and profits taxes due June 16, 1919, 
although appearing herewith subsequent to that date, is nevertheless printed 
in accordance with the policy of THE JourNAL to reprint for its readers 
all treasury decisions relative to income and profits taxes. 


T. D. 2851 contains instructions to collectors upon receipt of uncertified 
cheques in payment of taxes and the procedure with respect to dishonored 
cheques. 


Because of delay in the issue of 1919 forms, a further extension of time 
to July 15, 1919, has, under T. D. 2856, been granted to partnerships and 
personal service corporations having fiscal years ending in 1919 whose 
1eturns would otherwise be due before July 15th. Corporations other than 
personal service corporations having, likewise, fiscal years ending January 
3lst, February 28th or March 3lst, have also been granted a similar ex- 
tension, provided that on or before June 15th they filed a tentative return 
on form 1031 T and paid one-fourth of the estimated tax. 


Under D. T. 2857, if a taxpayer exchanges Victory notes of either series 
for which he originally subscribed for Victory notes of another series, the 
notes issued to him upon conversion will be deemed to have been originally 
subscribed for by such taxpayer. This affects the additional tax exemption 
for Liberty bonds granted by section 2 (b) of the Victory Liberty loan act. 

That dividends received by a partnership and distributed to the mem- 
bers thereof retain their status as dividends, instead of becoming business 
profits, is the gist of T. D. 2858, containing confirmation by the circuit court 
of appeals of a case under the 1913 act. 


MANUAL FOR THE O11 AND GAs INDUSTRY UNDER THE REVENUE Act oF 1918 

To assist the taxpayer of the oil and gas industry in correctly and ex- 
peditiously preparing his federal tax returns, the bureau of internal revenue 
has prepared a Manual for the Oil and Gas Industry Under the Revenue 
Act of 1918, copies of which may be obtained on application to the com- 
missioner. 

The manual is based largely upon information gathered during the fall 
of the year 1918 by a corps of geologists, technologists and engineers. The 
investigation was undertaken primarily to furnish a basis for valuations 
and depletion and depreciation deductions in oil and gas properties. Deem- 
ing these subjects to be of the greatest importance, the bureau of internal 
revenue instituted a most careful inquiry. All fields in the United States 
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were canvassed. Records of production of thousands of properties were 
collected and tabulated. These were carefully classified and studied by the 
most competent and experienced men in the country and the average 
future production curves and tables of valuation data were produced as a 
result of this study. 

The book consists of three parts. 

Part I deals directly with the law and regulations. These, as they relate 
to the oil and gas industry, are explained and numerous illustrations and 
examples are given to bring out their application. 

Part II deals with the question of depreciation and is designed to 
assist the taxpayer in standardizing his classification of equipment. It 
also offers suggestions as to relative rates of depreciation for different 
types of physical property. 

Part III consists of descriptions and methods of estimating under- 
ground oil reserves, especially by means of production curves. 


TREASURY RULINGS 
(T. D. 2840, May 13, 1919.) 
Income and excess profits taxes. 


Due date for payment of second instalment of income and war profits 
and excess profits taxes based on calendar year returns. 

Taxpayers and collectors are notified that June 15, 1919, is the date 
named for payment of the second instalment of income and war profits 
and excess profits taxes based on returns for the calendar year 1918, 
and for payment of the second instalment of other taxes the first instal- 
ment of which was due on March 15; but, since June 15 falls on Sunday, 
such payments reaching the collector on Monday, June 16, 1919, will be 
accepted in full without interest or penalty. Taxpayers are urged to 
make payment on or before that date, and their attention is called to the 
fact that section 250 (a) of the revenue act of 1918, specifying when 
tax payments are due, omits the 10-day period of grace allowed under 
the former law. Failure to pay the second instalment on or before 
June 16, 1919, will necessitate the addition of penalties and interest, as 
provided by law. 


(T. D. 2843, May 17, 1919) 
Income tax. 


Salaries of state officials and salaries and wages of employees of a state 
are not liable to income tax imposed by the revenue act of 1918. 
Section 213 (a) of the revenue act of 1918 provides that gross income 

shall include “gains, profits, and income derived from salaries, wages, or 

compensation for personal service * * * of whatever kind and in 
whatever form paid.” 

In accordance with an opinion of the attorney general, dated May 6, 
1919, and based on the well-settled rule that governmental agencies of 
the states are not subject to taxation by the federa! government, it is 
held that salaries of state officials and salaries and wages of employees of 
a state are not subject to the income tax imposed by the said revenue act 


of 1918. 
(T. D. 2844, May 17, 1919.) 
Income tax. 


Article 445, final edition of regulations 45, amended to permit taxpayers 
residing or traveling abroad to pay at the time of filing returns only the 
instalments of tax past due without interest at the rate of one-half of 
1 per cent. per month and other instalments as they fall due. 
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The final edition of regulations 45 is amended by changing article 445 
to read as follows: 


Art. 445. Extension of time in the case of persons abroad—In view 
of the disturbed conditions abroad and the consequent interference with the 
usual channels of communication, an extension of time for filing returns of 
income for 1918 and subsequent years and for paying the tax is hereby 
granted in the case of nonresident alien individuals and nonresident 
foreign corporations, or their proper representatives in the United States, 
and of American citizens residing or traveling abroad, including persons 
in military or naval service on duty outside the United States, for such 
period as may be necessary, not exceeding 90 days after proclamation by 
the president of the end of the war with Germany. The instalments of tax 
which are actually due must be paid at the time of filing the return and 
the other instalments shall be paid as they fall due. In all such cases an 
affidavit must be attached to the return, stating the causes of the delay 
in filing it, in order that the commissioner may determine that the failure 
to file the return in time was due to a reasonable cause and not to willful 
neglect, and that the return was filed without any unnecessary delay. If the 
showing justifies the conclusion that the failure to file the return in time 
was excusable, no penalty will be imposed. This extension is granted as 
a matter of general expediency to all persons abroad owing income, war- 
profits, and excess-profits taxes to the federal government and is not 
granted upon the request of any particular taxpayer. Accordingly, in the 
case of taxpayers who take advantage of this general extension of time 
for the filing of returns and the payment of tax no interest will be col- 
lected from such taxpayers, but where a request is made by a taxpayer 
and an extension is granted for other reasons by the commissioner 
interest will be collected at the rate of one-half of 1 per cent. per month 
from the time the tax would have been due if no extension had been 
granted. 

(T. D. 2847, as amended May 24, 1919.) 


Income taxes. 


Corporations are not entitled to deduct from gross income the amount of 
contributions to religious, charitable, scientific, or educational corpora- 
tions or associations, even though such contributions may be made to 
Red Cross or other war activities. 


The revenue act of 1918 contains two sections relating to deductions 
which may be made in ascertaining net income subject to tax. Section 
214 relates to individuals and allows as deductions (1) all ordinary and 
necessary expenses paid or incurred during the taxable year in carrying 
on any trade or business, etc.; (2) all interest paid or accrued within the 
taxable year on indebtedness, etc. (with certain exceptions); (3) taxes 
paid or accrued within the taxable year, etc. (with certain exceptions) ; 
(4-10) certain allowance for losses, bad debts, exhaustion, wear and tear 
of property of various sorts; (11) contributions or gifts made within the 
taxable year to corporations organized and operated exclusively for re- 
ligious, charitable, scientific, or educational purposes, or for the preven- 
tion of cruelty to children or animals, no part of the net earnings of which 
inures to the benefit of any private stockholder or individual, etc. 

Section 234 relates to corporations, and allows as deductions (1) all 
ordinary and necessary expenses paid or incurred during the taxable year 
in carrying on any trade or business, including a reasonable allowance for 
salaries or other compensation for personal services actually rendered, and 
including rentals or other payments required to be made as a condition to 
the continued use or possession of property to which the corporation has 
not taken or is not taking title, or in which it has no equity; (2) all 
interest paid or accrued within the taxable year on its indebtedness (with 
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certain exceptions) ; (3) taxes paid or accrued within the taxable year, etc. 
(with certain exceptions) ; (4 et seq.) losses sustained of a certain char- 
acter, bad debts, allowances for exhaustion, wear and tear, etc. 

The question is presented whether corporations are entitled to deduct 
from their gross income for the purpose of the income tax the amount 
of contributions to religious, charitable, scientific, or educational corpora- 
tions or associations, this question arising most frequently with reference 
to contributions made to the Red Cross and other war activities. 

It will be observed that there is no express deduction permitted cor- 
porations of such contributions, as in the case of individuals, and unless, 
therefore, they fall within the definition of some item of deduction allowed 
to corporations they can not be allowed. The only head within which it 
might be suggested that such contributions could be included is that of 
ordinary and necessary expenses paid or incurred in carrying on any trade 
or business, including reasonable salaries or other compensation, rentals, 
and payments for use of property provided for in paragraph 11. Practically 
these same deductions are permitted in section 214 in the case of indi- 
viduals, and had such words included the contributions or gifts men- 
tioned in paragraph 11 of section 214, it would have been unnecessary to 
put in such paragraph, as they would have been covered by paragraph 1 of 
such section. 

The attorney general, in an opinion dated May 19, 1919, states the view 
that ordinary and necessary expenses contemplated by paragraph 1 of 
sections 214 and 234 were not intended to include all necessary expenses, 
because the two immediately succeeding paragraphs provide for deduct- 
ing interest and taxes, both of which are necessary expenses; also the pro- 
vision in regard to allowance for salaries, compensation, rentals, etc., 
indicates that all of the expenses, which are contemplated under the terms 
used in paragraph 1 of these sections, are expenses incurred directly in the 
maintenance and operation of the business, and not all those which may be 
beneficial and even necessary in the broader sense. 

In addition to the above considerations and to the fact that there is ex- 
press provision for deducting contributions or gifts in the case of indi- 
viduals, which is wanting in the section providing for deductions to be 
made by corporations, reference to the legislative history of the revenue 
act of 1918 (Congressional Record for September 17, 1918), shows that an 
amendment providing that corporations might make deductions of con- 
tributions or gifts, as in the case of individuals, came to a vote and was 
defeated, the principal reason assigned in the debate being that it would 
be dangerous to authorize directors to be generous with the money of their 
stockholders even for such laudable purposes. 

It is concluded, therefore, that corporations are not entitled to deduct 
from their gross income for the purpose of the income tax the amount 
of contributions made to religious, charitable, scientific or educational cor- 
porations or associations, even though such contributions may be made 
to the Red Cross or other war activities. 


(T. D. 2849, May 27, 1919.) 
Income tax. 


Correcting item 20, schedule A, page 2 of form 1120, corporation income 
and profits tax return. 


Form A, revised (mining), and form N (oil and gas) have been pre- 
pared for the use of taxpayers engaged in mining or in the production of 
oil and gas. A sufficient supply will be sent to collectors of internal 
revenue for distribution. 

These forms are prescribed to facilitate the compilation and presenta- 
tion of certain information required for the audit and examination of the 


48 








Income Tax Department 


returns of these classes of taxpayers. If, however, it is more convenient to 
use other methods of tabulation, the information so furnished, if com- 
plete, will be accepted in lieu of those forms. 

The information called for by these forms should be filed with the re- 
turns in complete detail either on the forms prescribed or in other suitable 
manner. This requirement is necessary for the reason that depletion 
sustained must be taken into consideration in the computation of invested 
capital, regardless of whether or not a deduction for it is claimed or has 
been claimed for it in the past by the taxpayer. 

This requirement applies to individual as well as corporate taxpayers. 


(T. D. 2850, May 21, 1919.) 
Income and profits taxes. 


Instructions relative to acceptance of certificates of indebtedness in pay- 
ment of income and profits taxes due June 16, 1919. 


Income and profits taxes due June 16, 1919, may be paid in treasury 
certificates of indebtedness of tax series of 1919, dated August 20, 1918, 
maturing July 15, 1919, series T 2, dated January 16, 1919, maturing June 
17, 1919, and series T 3, dated March 15, 1919, maturing June 16, 1919. 
No other certificates of indebtedness will be accepted in payment of the 
taxes due on said date. Certificates of the three series mentioned will be 
accepted by collectors of internal revenue at par, without interest, when 
tendered in amounts not in excess of the amount of such taxes due June 
16, 1919. They will be so accepted at any time on or before June 16, 1919. 
If so accepted before June 16, 1919, full interest to June 16, 1919, will be 
paid as below stated. 

Coupons maturing on June 16, 1919, should be detached from cer- 
tificates of series T 3, and coupons maturing on or before May 15, 1919, 
should be detached from certificates of the tax series of 1919, before 
presentation to the collector, and should be separately presented for pay- 
ment in the ordinary course when due. Coupons maturing July 15, 1919, 
must, however, be attached to certificates of the tax series of 1919 and be 
surrendered to the collector with such certificates for cancellation; and 
collectors will not accept any certificates of the tax series of 1919 which 
have not attached thereto the coupon No. 5 maturing July 15, 1919. 

Accrued interest on certificates of series T 2 (which were issued with- 
out coupons attached) from January 16, 1919, to June 16, 1919, and accrued 
interest on certificates of the tax series of 1919 from May 15, 1919 (the 
last coupon payment date), to June 16, 1919, will be remitted to the tax- 
payer by the federal reserve bank by cheque and the collector must furnish 
to the federal reserve bank the name and address of the taxpayer and the 
amount and serial numbers of the certificates presented in each case. 

The procedure above provided will automatically adjust accrued in- 
terest in respect of all treasury certificates of indebtedness used in pay- 
ment of taxes due June 16, 1919, whether presented on or before said date, 
and no other payment or credit will be allowed or made on account of 
interest in connection therewith. 

Interest on treasury certificates accepted in payment of taxes ceases to 
accrue on (a) the date of the maturity of the certificates, or (b) the date 
the tax is due, whichever of said dates be earlier. The provisions hereof 
in relation to the payment of interest to June 16, 1919, do not apply to 
treasury certificates of indebtedness accepted in. payment of taxes due 
prior to that date. Any treasury certificates of indebtedness accepted in 
payment of taxes becoming due before June 16, 1919, must be dealt with 
separately, and accrued interest will be paid only to the date the tax was 
due and upon surrender with the certificates of any coupons maturing 
subsequent to the date the tax was due. Collectors must specially notify 
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federal reserve banks in each case when treasury certificates are ac- 
cepted in payment of taxes becoming due prior to June 16, 1919. The 
1Sth day of June being a Sunday, the bureau of internal revenue has 
ruled that the taxes which by the terms of the revenue bill of 1918 are due 
on that date become due on June 16. 

In order to avoid unnecessary dislocation of funds, it is of importance 
that treasury certificates of indebtedness of the three series mentioned be 
used by taxpayers to the utmost extent possible in payment of their taxes, 
in preference to making cash payment of their taxes, and federal reserve 
banks and collectors of internal revenue should use every effort to induce 
taxpayers who are the holders of such certificates to make such use of 
them and to facilitate such use in every manner in their power. 

The instructions to collectors dated December 9, 1918 (T. D. 2778), 
issued by the commissioner of internal revenue and approved by the 
secretary of the treasury, and the instructions to federal reserve banks 
dated December 9, 1918, issued by the treasurer of the United States and 
approved by the assistant secretary of the treasury, not inconsistent here- 
with, remain in full force and effect. 

There seems to be no reason to anticipate that the amount of taxes 
paid as of June 16, 1919, will exceed the amount of treasury certificates 
maturing on or about that date. It seems that there will be no unex- 
pended cash proceeds arising from the payment of income and profits 
taxes on June 16, 1919, and therefore no redeposits will be made, nor will 
payment of income and profits taxes by credit be permitted. 

Collectors of internal revenue will, however, be instructed to deposit 
cheques received on and after June 1, 1919, in payment of income and 
profits taxes, with federal reserve banks and branches, following to that 
extent substantially the procedure adopted in March. As to this pro- 
cedure detailed instructions will follow. 


(T. D. 2851, May 28, 1919.) 
Authority of collectors to accept uncertified cheques. 


Section 1314 of the revenue act of 1918 provides as follows: 

That collectors may receive . . . uncertified cheques in payment 
of income, war-profits, and excess-profits taxes, and any other taxes pay- 
able other than by stamp, during such time and under such regulations as 
the commissioner, with the approval of the secretary, shall prescribe; but 
if a cheque so received is not paid by the bank on which it is drawn the 
person by whom such cheque has been tendered shall remain liable for 
the payment of the tax and for all legal penalties and additions the same 
as if such cheque had not been tendered. 

The following regulations apply to all internal-revenue taxes except 
those payable by stamp: 

(1) Payment of tax by uncertified cheques.—Collectors may accept un- 
certified cheques in payment of taxes, except those payable by stamp, pro- 
vided such cheques are collectible at par; that is, for their full amount, 
without any deduction for exchange or other charges. The collector 
will stamp on the face of each cheque before deposit the words “This 
cheque is in payment of an obligation to the United States and must be 
paid at par. No protest,” with the name and title. The day on which the 
collector receives the cheque will be considered the date of payment so far 
as the taxpayer is concerned, unless the cheque is returned dishonored. If 
one cheque is remitted to cover two or more persons taxes, the remittance 
must be accompanied by a letter of transmittal stating (a) the name of the 
drawer of the cheque; (b) the amount of the cheque; (c) the amount 
of any cash, money order, or other instrument included in the same re- 
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mittance; (d) the name of each person whose tax is to be paid by the 
remittance; (¢) the amount of the payment on account of each person; (f) 
the kind of tax paid. 

(2) Procedure with respect to dishonored cheques.—If the bank on 
which any such cheque is drawn should refuse to pay it at par, the cheque 
should be returned through the depositary bank and be treated in the 
same manner as a bad cheque. All expenses incident to the attempt to 
collect such a cheque and the return of it through the depositary bank 
must be paid by the drawer of the cheque to the bank on which it is 
drawn, since no deduction can be made from amounts received in payment 
of taxes. If any taxpayer whose cheque has been returned uncollected 
by the depositary bank should fail at once to make the cheque good, the 
collector should proceed to collect the tax as though no cheque had been 
given. A taxpayer who tenders a certified cheque in payment for taxes is 
also not released from his obligation until the cheque has been paid. 


(T. D. 2856, June 7, 1919.) 
Income tax. 


Extension of time for filing returns of partnerships, personal service cor- 
porations, and corporations having a fiscal year ending either on Janu- 
ary 31, February 28, March 31, or April 30, 1919. 

In view of the fact that the necessary forms are not yet available, a 
further extension of time to July 15, 1919, is hereby granted to partner- 
ships and personal service corporations having a fiscal year ending Janu- 
ary 31, February 28, March 31, or April 30, 1919. Corporations other 
than personal service corporations having a fiscal year ending January 31, 
February 28, March 31, or April 30, 1919, are hereby granted an extension 
to July 15, 1919, if they have prior to the date of this decision filed 
tentative return on form 1031 T, paying one-fourth of the estimated tax, 
or if they shall on or before June 15, 1919, file tentative return on form 
1031 T, paying one-fourth of the estimated tax. Any deficiency in the first 
instalment as shown by the completed return must be paid with interest 
thereon from the original due date at the rate of one-half of 1 per cent a 
month at the time of filing the completed return. 

This extension in the case of corporations shall not operate to extend 
the due date of any instalment of tax after the first. In the case of cor- 
porations filing form 1031 T, the time for filing completed returns is auto- 
matically extended as above, but not beyond the due date of the second 
instalment of the tax. The second instalment will be due five and one-half 
months after the close of the corporation’s fiscal year ending in 1919. 


(T. D. 2857, June 7, 1919.) 
Original subscription to Victory notes. 

For the purposes of the additional tax exemption for Liberty bonds 
granted by section 2 (b) of the Victory Liberty loan act, approved March 
3, 1919, Victory notes of either series issued upon conversion of Victory 
notes of the other series which were originally subscribed for by any tax- 
payer will be deemed to have been originally subscribed for by such tax- 


payer. 
(T. D. 2858, June 9, 1919.) 
Income tax—Decision of the District Court, affirmed by the Circuit 
Court of Appeals. 
1. TAXABILITY oF INCOME DeRIVED FROM oR THROUGH PARTNERSHIP. 

A member of a partnership need not include as a part of his net income 
subject to normal tax such of his income derived from or through a 
partnership as has been received by the partnership in the shape of 
dividends on stocks owned by it in corporations taxable upon net 
income. 
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2. CONSTRUCTION OF THE ACT. 
The law is so framed as to deal with the gains and profits of a partner- 
ship as if they were the gains and profits of the individual partners. 
3. JUDGMENT FOR DEFENDANT. 
Judgment is rendered in favor of defendant. 
4. JUDGMENT oF District Court AFFIRMED. 

The judgment of the district court has been affirmed by the circuit court 
of appeals. 

The appended decision of the district court of the United States for 
the northern district of Ohio, eastern division, in the case of United States 
of America, plaintiff, v. Harry Coulby, defendant (251 Fed., 982), which 
was on January 7, 1919, affirmed by the United States circuit court of 
appeals, sixth circuit, is published for the information of internal-revenue 
officers and others concerned. 


InN THE District Court OF THE UNITED STATES, NORTHERN DISTRICT OF 
Ouio, EAsTern Division. No. 9771—Law. 


United States of America, plaintiff, v. Harry Coulby, defendant. 
[Memorandum. ] 


WESTENHAVER, District Judge: This is an action at law to recover 
$588.45, with interest and penalties thereon, alleged to be due as unpaid 
income tax for the nine months ending December 31, 1913, under the 
federal income tax law of 1913. A jury trial was waived by the parties 
and the case has been submitted to me for decision upon an agreed state- 
ment of facts. Briefly the facts are these: 


The defendant, during the period in question, was a member of a 
partnership by the name of Pickands, Mather & Co. This partnership was 
then the owner of stocks in certain corporations which were taxable 
upon their net income under the provisions of section G of the income 
tax law. Dividends were declared and paid by these corporations upon the 
stocks held therein by the partnership. The defendant, in making return 
of his income for taxation, included as a part of his gross income his share 
of the profits of the partnership, but deducted therefrom such part thereof 
as was derived by or through the partnership from dividends on stocks in 
these corporations taxable upon their net income. 

Later, on or about June 27, 1917, the commissioner of internal revenue 
examined the defendant’s return and disallowed the deductions thus made 
and assessed the normal tax of 1 per cent. against the defendant on such 
deduction. The item of $588.45 represents that assessment. 

The exact question presented for decision is whether or not a member 
of a partnership must include as a part of his net income subject to the 
normal tax such part of his income derived from or through a partner- 
ship which has been received by that partnership as dividends on stocks 
owned by it in corporations taxable upon their net income under section 
G of the federal income tax law of 1913. 

Plaintiff’s contention that profits thus derived are a part of the partner’s 
net income, and subject to the normal tax, is based on the following para- 
graph of section D: ; 

Provided further, That any persons carrying on business in partner- 
ship shall be liable for income tax only in their individual capacity, and the 
share of the profits of a partnership to which any taxable partner would 
be entitled if the same were divided, whether divided or otherwise, shall be 
returned for taxation and the tax paid under the provisions of this section. 

An examination of the entire income tax law convinces me that plain- 
tiff’s contention is erroneous. Section B defines what shall constitute the 
net income of a taxable person; it includes his gains, profits, and income 
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derived, not merely from salaries, wages, or compensation for personal 
service, but also from business, trade, commerce, or sales or dealings in 
property, or the transaction of any lawful business carried on for gain 
or profit. This plainly includes such gains and profits derived from or 
through a partnership. 

Section B also states what deductions shall be made from the gross in- 
come of a taxable person in order to ascertain the net income for the pur- 
pose of levying the normal tax. Among these deductions is the amount 
received as dividends upon the stock or from the net earnings of any 
corporation, joint-stock company, association, or insurance company which 
is taxable upon its net income. 

Section G provides for the normal tax upon the entire net income of cor- 
porations. It expressly excludes partnerships therefrom. This net in- 
come of corporations is subject only to the normal tax, such as is levied 
on the income of any natural taxable person, and not to the additional tax 
provided for by subdivision 2 of section A. This income from corpora- 
tions received by a natural taxable person is exempt only from the normal 
income tax, and not from such additional tax. 


_ Taking these provisions as a whole, the paragraph of section D relat- 
ing to partnerships above quoted must be considered and construed in the 
light of the general scheme thus outlined. No provision is anywhere made 
requiring a return to be made by a partnership upon its income. This is 
true notwithstanding section D requires copartnerships, having the con- 
trol, receipt, disposal, or payment of fixed income of another person sub- 
ject to tax, to make a return in behalf of that person and to deduct the 
same. This provision deals with the fiduciary relationship of guardians, 
trustees, executors, and so forth, having the possession and control of 
other persons’ property; but, as regards an ordinary partnership and its 
ordinary business, the statement is true that no return is required to be 
made under the federal income tax law of 1913 by a partnership. 


Partnerships are expressly excluded from section G, requiring returns 
and payment of the normal tax by corporations. If congress had intended 
that partnerships, as such, should be taxable upon their net income, the 
logical place to have so provided would have been in section G, and to 
have excluded from the net income of a natural taxable person, subject 
to the normal tax, that part of his income derived from a partnership 
just as is provided with respect to his income derived from a corporation. 


This law, therefore, ignores for taxing purposes the existence of a 
partnership. The law is so framed as to deal with the gains and profits 
of a partnership as if they were the gains and profits of the individual 
partner. The paragraph above quoted so provides. The law looks through 
the fiction of a partnership and treats its profits and its earnings as those 
of the individual taxpayer. Unlike a corporation, a partnership has no 
legal existence aside from the members who compose it. The congress, 
consequently, it would seem, ignored, for taxing purposes, a partnership’s 
existence, and placed the individual partner’s share in its gains and profits 
on the same footing as if his income had been received directly by him 
without the intervention of a partnership name. 

It follows from these considerations that legally the defendant’s share 
of the gains and profits of the Pickands, Mather & Co., derived from 
corporations taxable on their net incomes, is to be treated as if the same 
had been received by him directly from the taxpaying corporations. 

The contrary contention is based on a literal reading of the words, “the 
share of the profits of a partnership to which any taxable partner would 
be entitled if the same were divided, whether divided or otherwise, shall 
be returned for taxation and tax paid.” This sentence follows language 
plainly ignoring the existence of partnerships for taxing purposes. Sec- 
tion B had already provided what should be regarded as net income in 
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language sufficiently comprehensive to include the gains and profits from 
business carried on in a partnership name. The words just quoted evi- 
dently apply only to the possibility that a partnership might not divide 
its gains and profits, but retain them in the firm name or business. It 
was to meet this possibility that these words were added, and not to pro- 
vide an unequal and unique method of taxing a partner’s gains and profits 
from a partnership. 

The contention to the contrary is narrow and literal, even if not lacking 
in plausibility. It is a contention, however, contrary to the spirit and gen- 
eral policy of the act; it destroys uniformity and equality and should not 
be adopted unless required by the express language of the statute. In my 
opinion, the language of the statute does not so require; but, on the con- 
trary, when the entire act is examined, it does give a right to the deduction. 

Counsel for plaintiff invoke the legal principles that an exemption in a 
tax law must be clearly expressed and will not be implied; that power 
to tax will not be taken away unless the lawmaking power has done so in 
clear and unequivocal language, and that, inasmuch as uniformity and 
equality is difficult if not impossible of attainment in tax laws, the in- 
equality which might result from the government’s contention should not be 
permitted to control the language of the law. Numerous authorities 
illustrating these legal principles are cited. These principles are well 
settled, and I assume ample power in congress to have assessed defendant’s 
income derived from a partnership in the manner contended for. It is my 
opinion, however, that congress has not done so. 

Counsel for plaintiff call attention to the fact that the federal income 
tax law of September 8, 1916, now provides that members of partnerships 
shall be allowed credit for their proportionate share of partnership gains 
and profits derived from corporations taxable on their net income, and 
urge that this is a change of the law, and evidences a belief of the law- 
making body that the 1913 income tax law had provided differently. I do 
not agree with this contention. In my opinion, this provision was inserted 
in the 1916 act to put at rest the present controversy rather than to 
change the law, and is to be regarded only as a legislative recognition of 
the scope and intent of the prior law. The applicable authorities, in my 
opinion, are the following: Bailey v. Clark (21 Wall., 284); Johnson v. 
Southern Pacific Co. (196 U. S., 1); Wetmore v. Markoe (196 UV. S., 68). 

Judgment is rendered in favor of defendant. An exception may be 
noted on behalf of plaintiff. 


June 26, 1918. 
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AMERICAN INSTITUTE EXAMINATION 


ACCOUNTING THEORY AND PRACTICE 


Part I 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute 
of Accountants in May, 1919, the reader is cautioned against accepting 
the solutions as official, They have not been seen by the examiners—still 
less endorsed by them. 


Problem 1: 


A has agreed to sell to B the goodwill of the X. Y. Co. on the basis 
of three years’ profits of the business to be determined by you on sound 
principles of accounting as accurately as possible from the following 
statement handed you by A. You are required to compute the value of 
the goodwill, but are not expected to take into account any considerations 
outside those presented by the statements. 


Credits : Ist year 2nd year 3rd year 
Sales (selling prices substantially 
uniform during period) $638,400 $602,500 $564,000 


Estimated value of construction 
work performed and charged to 


property 110,000 77,600 154,000 
Appreciation of real estate upon 

revaluation by experts 80,000 
Profit on sale of Bethlehem Steel 

Co. stock 85,000 
Inventory at end of period: 

Production material at cost 72,000 103,100 106,600 

Finished goods at selling prices 76,500 114,000 150,000 





$896,900 $977,200 $1,059,600 








Debits : 

Production materials purchased 233,000 $252,400 $220,300 
Production labor 50,850 61,400 60,900 
Production expense (including 

depreciation ) 66,750 69,300 70,300 
Selling expenses 52,500 55,650 62,800 
Interest 96,000 94,000 98,500 
Cost of construction work 74,600 49,000 86,000 
Inventory at beginning of period: 

Production material at cost 51,400 72,000 103,100 

Finished goods at selling prices 54,900 76,500 114,000 





$680,000 $730,250 $815,900 
Balance, being profit claimed by A $216,900 $245,950 $243,700 
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Solution, Problem 1: 

Since the goodwill is to be computed on the basis of sound accounting 
principles, it is necessary to eliminate from the stated profits any un- 
realized or extraneous profits which have been included in the profits 
claimed by A. 

Doubtless the most apparent error is the inclusion of an unrealized 
profit on construction work during each of the three years. The amount 
of profits improperly claimed is shown in the following schedule. 


SCHEDULE 1 
STATEMENT OF UNREALIZED PROFITS ON CONSTRUCTION WorRK 
Ist year 2nd year 3rd year 





Credit: Estimated value 110,000.00 77,600.00 154,000.00 
Debit: Cost 74,600.00 49,000.00 86,000.00 
Unrealized profit 35,400.00 28,600.00 68,000.00 








The profits must also be reduced by the amount of the unrealized 
appreciation of real estate which has been credited to income. The 
authority of experts may be sufficient evidence to assure the company 
that the real estate is worth $80,000 more than it has been carried on the 
books for, but it is by no means sufficient evidence to warrant a credit 
to income; and even if the real estate had sold at an increase of $80,000, 
this profit, realized in such a case, would not be a proper profit to include 
in the computation of the goodwill. Goodwill should be based on realized 
operating profit. For this reason the profit on the sale of Bethlehem 
Steel Company stock, $85,000, is also excluded from the profits upon which 
the goodwill is based. This $85,000 was realized, but it was by transac- 
tions extraneous to regular operations. 

The following schedule shows the total unrealized and extraneous 
profits which are excluded from the goodwill computation. 


SCHEDULE 2 
SUMMARY OF UNREALIZED AND EXTRANEOUS PRoFITS, EXCLUDED 
FROM GOODWILL COMPUTATION 
Ist year 2nd year 3rd year 
Unrealized profit on construction 





(schedule 1) 35,400.00 28,600.00 68,000.00 
Unrealized profit on real estate 
revaluation 80,000.00 
Extraneous profits on sale of Beth- 
lehem Steel Co. stock 85,000.00 
Total 35,400.00 108,600.00 153,000.00 








After deducting these excluded profits from the total profits claimed 
by A, the apparent profits from operations would be the amount shown 
in the following schedule. 
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SCHEDULE 3 
STATEMENT ELIMINATING UNREALIZED AND EXTRANEOUS PROFITS 
Ist year 2nd year 3rd year 
Profit claimed by A—per problem 216,900.00 246,950.00 243,700.00 
Unrealized and extraneous profits— 


per schedule 2 35,400.00 108,600.00 153,000.00 





Apparent operating profits 181,500.00 138,350.00 90,700.00 








These apparent operating profits, as claimed by A, are erroneous 
because of the valuation of the finished goods inventories at selling prices. 
It is imperative, therefore, to reduce these inventories to their cost value. 
In order to make this reduction, it will be necessary to ascertain the cost 
of production during each of the three years. 








SCHEDULE 4 
STATEMENT OF PropUCTION CosT 

Production material: Ist year 2nd year 3rd year 
Inventory—beginning 51,400.00 72,000.00 103,100.00 
Purchases 233,000.00 252,400.00 220,300.00 
Total 284,400.00 324,400.00 323,400.00 
Less inventory—end 72,000.00 103,100.00 106,600.00 
Cost of material used 212,400.00 221,300.00 216,800.00 
Production labor 50,850.00 61,400.00 60,900.00 
Production expense 66,750.00 69,300.00 70,300.00 





330,000.00 352,000.00 348,000.00 








Having computed the cost of the goods manufactured during the 
period, the next step is to compute the selling price of the goods manu- 
factured during the period. Working on the theory that the first goods 
received in stock are the first goods sold, it may be assumed that the 
inventory of finished goods at the beginning of each year is sold during 
the year. The remainder of the sales would, therefore, necessarily be 
made from goods manufactured during the year. Also the inventory at 
the end of the year would necessarily consist of goods made during the 
year. The selling price of the goods manufactured during the period is, 
therefore, computed as shown in the following schedule. 

SCHEDULE 5 

STATEMENT SHOWING SELLING Price oF GoopS MANUFACTURED EacH YEAR 

Ist year 2nd year 3rd year 

Sales 638,400.00 602,500.00 564,000.00 
Deduct inventory of finished goods 
at beginning of year: goods sold 
during the year but manufactured 
during preceding year (selling 


price) 54,900.00 76,500.00 114,000.00 





57 








The Journal of Accountancy 


Selling price of goods manufac- 
tured and sold during the year 583,500.00 526,000.00 450,000.00 
Add inventory of finished goods at 
end of year: goods manufactured 
during the year but not sold 
(selling price) 76,500.00 114,000.00 150,000.00 





Selling price of goods manufactured 
during the year including goods 
sold and unsold 660,000.00 640,000.00 600,000.00 








The next step is to compute the ratio of cost of goods manufactured 
during the year to the selling price thereof, in order to reduce the inven- 
tory of finished goods from selling price to cost. 


SCHEDULE 6 


CoMPUTATION OF RaTIO oF PropucTION Cost To SELLING Price EACH YEAR 


Cost price Selling price Ratio of cost to 
(Schedule 4) (Schedule 5) selling price 
Ist year 330,000.00 — 660,000.00 = 50% 
2nd year 352,000.00 -- 640,000.00 = 55% 
3rd year 348,000.00 = 600,000.00 = . OS 


The cost value of the inventories of finished goods may now be com- 
puted by multiplying the selling price of the inventories by the rate per 
cent. representing the ratio of manufacturing cost to selling price appli- 
cable to each year. 


SCHEDULE 7 


COMPUTATION OF Cost oF FINISHED Goops INVENTORIES 


% of cost 


Selling price to selling price Cost 

First year— 

beginning inventory 54,900.00 50% = 27,450.00 
First year— 

ending inventory 76,500.00 x 50% nn 38,250.00 
Second year— 

ending inventory 114,000.00 55% == 62,700.00 
Third year— 

ending inventory 150,000.00 x 58% = 87,000.00 


While the apparent operating profits are shown in schedule 3, these 
profits are erroneously computed by reason of the overvaluation of the 
finished goods inventories. Overvaluing the opening inventory understates 
the profit, while overvaluing the closing inventory overstates the profit. 
The adjustment from apparent operating profits to true operating profits 
may be shown as follows: 
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SCHEDULE 8 


STATEMENT SHOWING ADJUSTMENT OF OPERATING PROFITS 
BY REDUCTION OF FINISHED Goops INVENTORY VALUATIONS 
FROM SELLING Price To Cost 


Apparent operating profit—schedule 3 
Adjustment of inventory—beginning 


of year: 
Selling price 54,900.00 
Cost—50% 27,450.00 
Difference—add to first year’s 
profit 
Adjustment of inventory — end of 
first year: 
Selling price 76,500.00 
Cost—50% 38,250.00 
Difference: 


Deduct from first year’s profit 
Add to second year’s profit 


Adjustment of inventory—end of 
second year: 


Selling price 114,000.00 
Cost—55% 62,700.00 
Difference: 


Deduct from second year’s profit 
Add to third year’s profit 


Adjustment of inventory—end of 
third year: 


Selling price 150,000.00 
Cost—58% 87,000.00 
Difference : 


Deduct from third year’s profit 


True operating profit 


Ist year 2nd year 3rd year 
181,500.00 138,350.00 90,700.00 


27,450.00 
208,950.00 
38,250.00 
38,250.00 
176,600.00 
51,300.00 
51,300.00 
142,000.00 
63,000.00 





170,700.00 125,300.00 79,000.00 








This statement of adjusted operating profits should be verified by the 
preparation of revenue statements for the three years. 
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SCHEDULE 9 
THE X. Y. ComPANY 
ProFit AND Loss STATEMENTS 
CovERING THREE YEARS 
Ist year 2nd year 3rd year 
Sales 638,400 602,500 564,000 
Deduct: 
Cost of sales: 
Finished 
goods 
beginning 27,450 38,250 62,700 
Production 
cost 
(sched. 4) 330,000 352,000 348,000 
Total 357,450 390,250 410,700 
Finished 
goods— 
end 38,250 319,200 62,700 327,550 87,000 323,700 
Gross profit on sales 319,200 274,950 240,300 
Deduct: 
Selling expenses 52,500 55,650 62,800 
Net profit on sales 266,700 219,300 177,500 
Deduct: 
Interest 96,000 94,000 98,500 
Net profit for the year _ 170,700 125,300 79,000 








The goodwill, computed on the basis of three years’ profits, would be 
determined as follows: 
SCHEDULE 10 
COMPUTATION OF GOODWILL 


First year’s profit—schedule 9 170,700 
Second year’s profit—schedule 9 125,300 
Third year’s profit—schedule 9 79,000 

Total—goodwill 375,000 


This computation of the goodwill is subject to certain qualifications. 

The problem says that the production expense includes depreciation. 
It may be that the depreciation has been overstated and hence the operat- 
ing profits understated. This may easily have occurred if the company 
has used even a fair rate of depreciation, because it is carrying its con- 
struction and real estate at a figure which includes the profits. If the 
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company has applied a fair depreciation rate to this overvaluation, it has 
charged operations with an excessive depreciation and hence understated 
the profits. 

It might be preferable to base the goodwill on the profits before taking 
interest into consideration. The question, however, does not limit the 
profits to the net results before excluding the interest. It might be better 
to adopt some other number of years’ purchase and base the calculation 
on the net profit on sales on the theory that the purchaser might have 
ample capital to carry on the business and thus avoid the interest charges. 


Problem 2: 

Does the basis of three years’ profits for arriving at the goodwill out- 
lined in the previous question appear to you to be reasonable upon the 
facts disclosed to you? If not, what advice would you offer upon the 
question if A or B were your client? 

Solution, Problem 2: 

The basis of three years’ profits for arriving at the goodwill does not 
seem a reasonable basis. The prospective seller of the business, how- 
ever, does not seem to be in need of advice, as the sale of the goodwill 
for $375,000 in the circumstances which become apparent on making an 
analysis appears to be at a value far in excess of the real worth. 

If A were my client I should investigate the interest charges. If I 
found that this interest was an allowance on capital I should call his 
attention to the fact that such interest is in reality profit and that he 
was understating his profit by the amount of the interest thus deducted. 

Attention has also been called to the fact that the profits may be 
understated by reason of excessive depreciation charges, but it seems that 
from A’s point of view the less attention is called to the overvaluation of 
the real estate and construction the better. 

If B seriously considers purchasing a goodwill based on three years’ 
profits, even after eliminating the unrealized profit on construction and 
real estate and the extraneous profit on the sale of stock and after reduc- 
ing the inventories to cost, he is in serious need of advice. 

It is a fundamental rule that goodwill cannot be fairly predicated 
upon declining profits. Where profits are reasonably uniform or are 
increasing and where they are sufficiently in excess of the normal return 
on the investment, three years’ profit is not an exorbitant price. But the 
profits of this business have decreased from $170,700 to $125,300 and 
finally to $79,000, and goodwill cannot wisely be based upon profits which 
are declining with such regularity and rapidity. Even if it could be con- 
clusively shown that the profits will remain at $79,000, the payment of 
$375,000 for the goodwill would be virtually a purchase of five years’ profits. 

The prospective purchaser should also give consideration to the fact 
that the sales are decreasing annually, the sales of the second year being 
only 94.4% of those of the first year, and the sales of the third being 
only 88.3% of those of the first year as shown in the following schedule. 
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SCHEDULE 1 
SCHEDULE SHOWING DECREASE IN SALES 
Year Sales Per cent. 
1st 638,400.00 100.00 
2nd 602,500.00 94.4 
3rd 564,000.00 88.3 


At the same time, the inventory has been increasing by leaps and 
bounds. The following schedule shows the inventories at the various 
dates, the rates per cent. being based upon the inventory at the beginning 
of the first year. It is significant, in the decline of sales, to note that 
the final inventory of production material is 207.4% of the initial raw 
material inventory, while the final inventory of finished goods is 316.9% 
of the initial finished goods inventory. A should certainly be asked to 
explain this increase. 


SCHEDULE 2 

SCHEDULE SHOWING INCREASE IN INVENTORIES 
Date Raw material Percent. Finished goods Per cent. 
Beginning first year 51,400.00 100.0 27,450.00 100.00 
End first year 72,000.00 140.1 38,250.00 139.3 
End second year 103,100.00 200.6 2,700.00 228.4 
End third year 106,600.00 207.4 87,000.00 316.9 


Attention has already been called, in the solution to the first problem, 
to the fact that the cost of production has increased from 50% of the 
selling price the first year to 55% thereof the second year and 58% 
thereof the third year. Declining sales with rising costs of production 
do not offer an inviting prospect for a purchaser. 

The rise in selling expenses should also give a prospective purchaser 
pause. The following schedule shows the increase in selling expenses 
during the second and third years. The selling expenses the second year 
were 106% and the selling expenses the third year were 119.6% of the 
selling expenses of the first year. Expressed in another way, the selling 
expenses were 8.2% of the sales of the first year, 9.2% of the sales of 
the second year and 11.1% of the sales of the third year. 


SCHEDULE 3 
SCHEDULE SHOWING INCREASE IN SELLING EXPENSE 


Per cent. Per cent. of 
Increase first selling ex- 
Selling over first year’s pense to sales 
Year expense year expense of the year 
1 52,500 8.2 
2 55,650 3,150.00 106.0 9.2 
3 62,800 10,300.00 119.6 11.1 
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Very large amounts of interest are listed among the debits, and it is 
impossible that more than a small proportion of them could have been 
actually paid out for loans with which to carry the current disbursements. 
Even if it required six months to collect anything from customers and 
all the money for materials, labor, expense and construction had to be 
borrowed for that time, the interest paid would indicate a rate of about 
40 per cent. per annum. It must be, therefore, that there is either a very 
large bonded indebtedness made necessary by the large amount of capital 
required to be invested in fixed assets or that interest has been charged 
on invested capital represented by stock and that it has been actually paid 
to the stockholders as interest and not as dividends. It must have been 
paid out because, if it had been merely charged as an expense, it would 
have been credited to interest as a capital profit. 


In case the interest is paid on a necessarily large bonded debt or capital 
stock, it is a factor in determining the goodwill, because the measure of the 
goodwill is the amount of profits in excess of a fair return on the money 
required to carry on the business. That the money tied up in permanent 
assets is required seems to be indicated by the relatively large amount spent 
for construction work each year. The problem gives no clue as to the 
interest. If the amounts charged represent 6 per cent. on invested or bor- 
rowed capital, the total of the capital thus represented must have been 
$1,600,000 for the first year, $1,566,667 for the second year and $1,641,667 
for the third year. Based on these figures for invested or borrowed capital 
the rate of profit, including interest, earned would be as follows: 


SCHEDULE 4 


STATEMENT SHOWING RATE OF PROFIT EARNED ON INVESTED 
oR BorroweD CAPITAL 


Ist year 2nd year 3rd year 


Capital—if interest is 6% of capital 1,600,000 1,566,667 1,641,667 
Profit 




















Interest 96,000 94,000 98,500 
Profit as in solution of problem 1 170,700 125,300 79,000 
Total profit 266,700 219,300 177,500 

Per cent. of total profit to capital 16 2/3 13.9 10.8 


It is very doubtful whether a business making 16 2/3% on its capital, 
which is the best that the X. Y. Company has done, has any goodwill, 
and it is quite certain that it has no goodwill at all in view of the rapid 
drop to 10.8%. 

I should call B’s attention to the large amounts expended for what is 
called “construction work.” In view of the steadily declining business 
and the steadily increasing expense, it would seem very unwise to put 
money into extensions of the fixed assets. The items should be thoroughly 
investigated, as it is extremely probable that they represent replacements 
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of worn out equipment and not new assets at all. In that case they should 
be added to the expenses, with the result of making a bad matter that 
much worse. 

If B asked my advice I should tell him to invest his money somewhere 
else unless he was sure that he would be able to improve conditions 
materially, but that in any event he should not pay for any goodwill. 


Problem 3: 


From the following balance-sheet and data 
(a) Prepare corrected balance-sheet in appropriate form for the infor- 
mation of stockholders and auditor’s certificate thereto. 
(b) Show statement of adjustments to profit and surplus. 


Passaic FALLS WooLEN MANUFACTURING Co, 
Balance-sheet—June 30, 1918 


Assets 
Land 10,000.00 
Buildings (brick) 100,000.00 
Machinery 150,000.00 
Steam power plant 25,000.00 
Treasury stock, common, 250 shares costing 20,000.00 
Accounts receivable 50,000.00 
Inventories June 30, 1918 75,000.00 
Cash 20,000.00 
450,000.00 
Liabilities 
Capital stock—common, par $100.00 125,000.00 
Capital stock—preferred, 7% cumulative, par $100.00 100,000.00 
Accounts payable 130,000.00 
Undistributed earnings, June 30, 1917 60,000.00 
Profits year ending June 30, 1918 35,000.00 


450,000.00 
Adjust the figures in regard to the following: 


(1) Land is appraised at $15,000.00 and is to be adjusted to that 
value. 

(2) Give effect in the statements to depreciation of the wasting 
fixed assets for the year ended June 30, 1918, at rates 
considered fair. 

(3) Dividends on the preferred stock have not been paid for 
years ended June 30, 1917, and June 30, 1918. 

(4) Inventories are valued at $5,000.00 below cost. 


Solution, Problem 3: 

Taking up the adjustments in the order in which the items appear in 
the balance-sheet : 

Land. The fact that the land has been appraised at more than its 
book value does not constitute a profit. The opinion of a real estate 
expert is not an available asset unless it is acted upon and the profit is 
actually realized by the sale of the land. It is absolutely contrary to sound 
accounting principles to put the increase in value on the books at all. 
However, the problem requires that it be done, and the only question is 
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as to what account shall receive credit. If it is credited to “reserve for 
land” nothing will be gained, since the net value will remain the same 
as before. We are therefore obliged to credit it to undistributed earn- 
ings or surplus. The proper treatment would be to make no entry at all, 
but to show the asset on the balance-sheet as “land (appraised at 
$15,000.00) «0... 6:06 $10,000.00.” 

Depreciation. It is difficult to fix rates of depreciation when nothing 
is known as to conditions. As a guess the rates are assumed to be 24% 
per cent. on the brick buildings, 7% per cent. on the machinery and 
10 per cent. on the steam power plant. 

Treasury stock. It is usually considered better to carry treasury stock 
at par. When such stock is bought at a discount, the discount is not a 
profit unless it is absolutely certain that the stock is worth par, a sup- 
position that is negatived by the fact that it brought less in an actual 
transaction. The discount should be credited to “unrealized profit on 
stock.” If the stock is sold, any excess above $20,000.00 received will 
be a credit to surplus as a realized profit. 

Inventories. There is no reason given for valuing the inventories 
below cost. It is assumed that the market value is not lower than the 
cost. It is not a case in which the goods on hand are perishable and it 
is thought wise to provide against deterioration. This should be done 
by setting up a reserve against inventories and not by reducing the value 
of the inventories themselves. Putting the inventories on the balance- 
sheet at cost would add $5,000.00 to the profits of the current year, unless 
there had been a similar undervaluation at the beginning of the year, in 
which case the adjustment would be made by charging current profits 
with the undervaluation, crediting surplus and then crediting the current 
profit and loss, charging inventories. 

Preferred stock dividends. Cumulative preferred dividends are not a 
liability to be placed on the books until they are declared. However, since 
they are a lien on the profits to be satisfied before the common stock- 
holders can receive any dividend, it is imperative that their existence 
should appear in any balance-sheet submitted to stockholders, but no notice 
need be made of them in statements to creditors. This information is 
conveyed to the stockholders by dividing the surplus on the balance-sheet. 

The adjustments to profit and loss and surplus would be made by the 
following journal entries: 


Profit and loss 16,250.00 
Reserve depreciation buildings 2,500.00 
Reserve depreciation machinery 11,250.00 
Reserve depreciation steam plant 2,500.00 
Inventories 5,000.00 
Profit and loss 5,000.00 


To correct undervaluation. 


Land 5,000.00 
Surplus 5,000.00 


On 
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To give effect to appraisal. This 
entry is made on positive instructions 
from the board of directors. 


This involves a reduction of the profits for the year of $11,250, and 
an addition to surplus of $5,000. 

The adjusted balance-sheet after transferring the year’s profit to sur- 
plus would be as follows: 


Passaic FALLS WooLEN MANUFACTURING Co. 
Balance-sheet—June 30, 1918 


Assets: 
Fixed assets: 
Land 15,000.00 
Buildings (brick) 100,000.00 
Less reserve for depreciation 2,500.00 97,500.00 
Machinery 150,000.00 
Less reserve for depreciation 11,250.00 138,750.00 
Steam power plant 25,000.00 
Less reserve for depreciation 2,500.00 22,500.00 273,750.00 





Current assets: 
Inventories 80,000.00 
Accounts receivable 50,000.00 
Cash 20,000.00 150,000.00 





423,750.00 


Liabilities : 
Capital and surplus: 
Capital stock, preferred 100,000.00 
Capital stock, common 125,000.00 
Less treasury stock, 250 shares 
at $100.00 25,000.00 100,000.00 


Surplus, subject to past due unpaid 

preferred dividends, not yet 
declared 14,000.00 

Surplus available for other divi- 


dends 74,750.00 88,750.00 288,750.00 





Reserve for unrealized profits in treasury stock 5,000.00 
Current liabilities, accounts payable 130,000.00 





423,750.00 
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As nothing is said as to there having been any audit of the accounts, 
the only certificate to be given would be somewhat as follows: 


“I hereby certify that I have examined the balance-sheet of the Passaic 
Falls Woolen Manufacturing Company, dated June 30, 1918, together with 
certain data pertinent thereto, and that I have prepared the above balance- 
sheet, which in my opinion is a correct statement of the condition at that 
date, but I assume no responsibility for the valuation of the assets. 

Cra 
Problem 4: 

It frequently happens that a corporation contracts to purchase property 
at an agreed price, which on the face of the contract is declared to be 
its value, and that by another clause in the contract, or by another con- 
tract, the vendors agree to provide, in addition to the property, a certain 
sum for working capital or even for free surplus. 

It is sometimes maintained that this free sum so provided is a profit 
or surplus of the new corporation available for payment of dividends if 
the directors so determine. : 

Write a brief expression of your opinion as to the proper treatment of 
the sum turned back. 


Solution, Problem 4: 

It is unusual for a vendor to provide any sum “for free surplus” if 
by that expression is meant surplus available for dividends. In fact, 
if the contract so specified it would to that extent be void. Surplus avail- 
able for dividends must be the result of accumulated earnings or of 
value acquired by gift or otherwise which causes a condition in which 
the valid assets are greater than the total capital and all liabilities. This 
case does not belong to either category. 

The gift by the vendor is not a profit but is a reduction of the original 
cost of the property. Whether expressed in one contract or two, the 
agreement to “purchase property at an agreed price” is dependent upon 
the other agreement that the vendor shall “provide a certain sum.” Usually 
the price paid for the property is the total capitalization of the corpora- 
tion, and the gift of the vendor consists of a certain proportion of the 
stock which is put in the treasury and sold for the purpose of providing 
working capital. Since the transfer of the property has paid for the 
entire capital stock issued to the vendor, the stock returned by him is 
true treasury stock and can be sold at a discount without making the 
purchaser liable. 

In recording the donation of the stock, the proper debit is to treasury 
stock. The logical credit would be to property, but the insuperable objec- 
tion to this treatment is that it gives the lie to the original value as 
declared by the contract. If property was worth $2,000,000 and is at 
once reduced to $1,000,000 by the credit of donated stock, it is a confession 
that the smaller sum was its real value; therefore that the original capital 
was not fully paid for; and that the donated stock is not true treasury 
stock, since it has not been issued fully paid and been re-acquired by the 
company. 

The proper treatment is to credit the amount to donated working 
capital, as expressive of the purpose for which it was given. Having been 
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once fully paid for, the treasury stock can now be sold at a discount and 
the cash proceeds can be used for the development of the property. Dur- 
ing the process of development no clearing entries are made, but accounts 
are kept with discount on stock and with the various classes of assets 
and of expenses until development is finished or the treasury stock is all 
sold. Then the tangible asset accounts such as buildings, machinery, etc., 
are retained, but the discount and expense accounts are charged to the 
donated working capital account. The balance of the latter account, being 
represented by actual assets, is now a legitimate reduction of the property 
account. It is to be noted that the investment is not disturbed in value, 
since the reduction of property account is offset by the accounts of build- 
ings, machinery, etc. Therefore no discredit has been cast on the original 
price for the property. 


Problem 5: 

In examining the affairs of a manufacturing concern you find, among 
the assets, finished goods inventory of $175,798.00 and ascertain that 
included in the above total is the sum of $50,000.00, covering goods 
deposited as collateral to secure notes which are included in the notes 
payable account. How would you treat this in a statement prepared for 
credit purposes? Explain why. 

Solution, Problem 5: 

The problem does not state whether the goods hypothecated are col- 
lateral for notes of more or less than $50,000.00. If the notes are for 
more than that amount the statement and balance-sheet should show as 
follows: 


Inventory finished goods: 
Held as collateral by creditors 50,000.00 
On hand 125,798.00 175,798.00 


If the note is less than $50,000.00 the first item 
should read: 
Held as collateral by creditors for $45,000.00 (?) 50,000.00 


The reason is that if the concern should go into bankruptcy, $50,000.00 
of its assets would not be available for the payment of general creditors. 
If this were true of any large proportion of the assets it would make a 
decided difference in the amount of dividend that unsecured creditors 
could expect. Whatever tends to reduce the percentage available for the 
payment of creditors is important in a statement prepared for credit pur- 
poses and must be included, or the statement is not a true one. 
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LIBRARY CATALOGUE, AMERICAN INSTITUTE OF ACCOUNT- 
ANTS. New York, January, 1919. 237 pp. Price $1.50 net; $1.65 
delivered. 

The Library Catalogue of the American Institute of Accountants is a 
worthy product. One may, without fear of exaggeration, give it a first 
place in the list of useful productions in the field of accounting literature 
during the past decade. 

Ten years ago the charge was frequently made, and with a large 
measure of justification, that America had no business literature. Whether 
through shame or the incentive of gain may never be known, but certain 
it is that Americans, writers and others, have within the past ten years 
taken up the task of making books on business subjects with much energy. 

Most of the books written since this campaign began have had some- 
thing of good in them. A few of them would better have been left 
unwritten. Some of them have gained prominence because of the enter- 
prise of the publishers. Others—many of considerable excellence—are 
almost unknown, 

The Library Catalogue rises in its dignity and stands forth ready to 
refute the charge of inadequacy in our technical literature should any one, 
through ignorance, now dare to make it. The institute is an association 
of professional individuals. It has no commercial axe to grind. Hence 
the catalogue plays no favorites. The service of the institute is an 
unbiased, unprejudiced one. It lists, with regard to accounting and closely 
related subjects, most of the reputable literature extant. 

The profession probably has failed to take full advantage of the litera- 
ture of the present time, largely because of the fact that there has been 
no comprehensive source of information as to that which has been avail- 
able. A person in search of a book or reference has been dependent upon 
the book-lists of publishers or sellers or the knowledge or memory of 
some one whose work has made necessary familiarity with such matters. 

This situation need no longer exist, if one but knows of the catalogue 
of the institute, which is little short of a marvel in its completeness and 
lucidity. Unlike some catalogues it is exceedingly easy to use. In the 
words of the librarian: “To find books on a certain subject look for that 
subject as in an encyclopedia, and to find books by a certain author look 
for that author.” Could anything be simpler? It is a pleasure to find that 
the method works out as planned, which is the test of a good catalogue. 

Books of reference are playing an important part in the business affairs 
of today. Libraries, both general and special, are becoming almost indis- 
pensable to many organizations. There is available to business and pro- 
fessional men a mine of information which will help them to operate 
scientifically. There has been need for a guide which would lead them, 
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without too much trouble, to the information. Thanks to the American 
Institute of Accountants and its competent and clever librarian, the need 
has been supplied, JoHN RAYMOND WILDMAN. 





RESULTS OF MUNICIPAL ELECTRIC LIGHTING IN MASSA- 
CHUSETTS, by Epmonp Earte Lincotn, Houghton Mifflin Co., New 
York and Boston. 484 pp. $3. 


No. XXVII of the Hart, Schaffner & Marx prize economic essays, is 
a study of the physical, financial and economic conditions of the munici- 
pally owned electric lighting plants of Massachusetts, compared with those 
of privately owned or company plants. It goes into most exhaustive 
details of construction, operation, management, rates, etc., and contains 
an ample number of maps and charts besides some 8 pages of statistical 
cuinparisons in the appendix. It will prove a veritable mine of informa- 
tion to the public accountant who may be called on for professional 
services in the matter of valuations or rates. 

Public ownership of utilities has undoubtedly received a black eye in 
the United States as a result of the federal government’s operation of the 
railroads and telegraphs, to say nothing of the control of other non- 
public enterprises, during the war. This does not discourage the advocate 
of public ownership; already he is complaining that it did not have a 
fair trial. This may be true, but before the nation embarks upon this 
troubled sea, it might be well for us to observe how public ownership of 
commercial undertakings has worked in smaller fields. Therefore a study 
like Dr. Lincoln’s is a most timely and valuable contribution to a highly 
controversial question. If the author’s final conclusion— 

“Whatever the sequel may be, this modest study, as well as 
most careful and unbiassed investigations, points to the conclu- 
sion that as a rule only the simplest and the ‘well-seasoned’ enter- 
prises are at all suitable for public operation; and even these are 
in grave danger of becoming less efficient than they would be in 
private hands.” 

is unwelcome to the advocates of public ownership, they have their remedy 
at hand. All the data covering the operations of municipally owned elec- 
tric plants in Massachusetts for over twenty years may be found in the 
book, from which the reader may draw his own conclusions “for better, 
for worse.” me. & 





HOSPITAL ACCOUNTING AND STATISTICS by Ws. V. S. THorne, 

E. P. Dutton & Co., New York, 4th edition. $1.50. 

With some new and improved forms for the superintendent’s office and 
the addition of some twenty pages describing and illustrating forms for 
use in computing hospital statistics, there has been little change since the 
third edition of Hospital Accounting and Statistics was reviewed in these 
columns in January, 1917. As stated before, it forms a compact and 
useful manual for treasurers of similar institutions, and it will also be 
found useful to public accountants who may be called upon to audit such 
accounts or instal modern systems. 
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A clever idea is the form of “cash received account hospital earnings” 
for use in the superintendent’s office. One side of the page contains 
carbon duplicates of two vertical rows of receipts numbered serially; the 
other is ruled for proper distribution of the receipts, the totals of the 
columns being posted into the general cashbook. 

While the stickler for form may take exception to the arrangement of 
schedule 3, which combines capital and operating in one “surplus and 
deficit account,” the accounts themselves are correctly set up on the books 
and the public accountant will find no difficulty in taking off proper capital 
and revenue statements. W. H. L. 





PRINCIPLES OF ACCOUNTING, by Wma. ANprew Paton and Rus- 

SELL ALGER STEVENSON. The Macmillan Company, New York. 685 pp. 
$3.2 
] 


Ww 
ou 


n some respects Principles of Accounting is unique. It is the first 
attempt we have seen to combine the study of accounting and economics 
in one volume, and we should say its success will depend mainly upon its 
welcome by those of the accounting profession who enjoy excursions 
into the realms of controversial questions. The authors state that the 
book is intended primarily as a text for general accounting courses in 
colleges and universities, but we venture to doubt if the average college 
student would get from it such grounding in theory and practice, especially 
practice, as would enable him to pass the American Institute of Account- 
ants’ examination. On the other hand, to an experienced practitioner of 
accountancy the book will furnish stimulating mental exercise and recrea- 
tion. It is severely logical and is therefore heretical enough in spots to 
arouse the latent combativeness of the most jaded of conservatives. 

For instance, take the question of appreciation which the authors main- 
tain in chapters X and XX should be taken upon the books in ascertain- 
ing the profit or loss for each period. Such appreciation is to be applied 
to all accounts, capital and revenue, which may be capable of being 
affected by it. In the more elementary chapter X the proper entry to show 
appreciation of the inventory 

DL PIIINE. . setidaicabateaeens $5,000 

Revenue from appreciation....... $5,000 
is given the unwary student, and in chapter XX we have a thoroughly 
logical defense of the theory and logically irrefutable answers to objec- 
tions. In brief, the argument is that if depreciation as an element of cost 
is to be booked, then appreciation as an element of accrued revenue is 
equally allowable. Even the advocate of a middle course, that of actual 
cost or investment (original sacrifice) is not spared, as the authors point 
out the undeniable fact that the purchasing power of money also varies 
from time to time. 

The time may come when, as the authors predict, there will be as 
little question of the propriety of considering appreciation as revenue as 
there is today of charging depreciation as cost, but in the meantime not 
many teachers of accountancy with the future professional success of 
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their students in view will care to instil this theory into their relatively 
immature minds. This feature of the book is to be regretted, for other- 
wise the theory of accounting is set forth on broad lines and on firmly 
grounded principles accepted by the whole profession. 

In view of the inclusion of actuarial questions in the institute examina- 
tions the chapters on interest calculations are timely and valuable, though 
we should regard with something akin to awe any student who could 
remember all the formule given. 

Altogether the authors have produced a most interesting and readable 
book, better suited, perhaps, to the professional accountant’s library than 
to the class-room or general office. W. H. L. 





ACCOUNTING AS AN AID TO BUSINESS PROFITS, by Wi tt1am 

R. Basset. A. W. Shaw Company. Chicago. 316 pp. 

If we were about to open a school to teach elementary accounting and 
were to be limited to one text-book, we do not know a better one than 
Accounting as an Aid to Business Profits. Although the author modestly 
states at the outset— 

“This book is not a treatise on accountancy but is what the 
title connotes—an explanation of accounting and cost accounting 
for the business man and to the end that he may use his records 
to earn greater profits” 

it is, nevertheless, a remarkably well worked out course in business book- 
keeping from the elementary cash transactions to the complicated consid- 
erations of cost factors. If, as the author well says (p. 287), “the com- 
pelling idea in all accountancy is to learn how and why we make money— 
conversely, how and why we lose money,” then this book deserves high 
standing in its particular field of accountancy. The busy professional may 
take exception to the superabundance of personal recollections and 
instances, which take up a good third of the volume, but they frequently 
serve to throw strong light on the principle or practice advocated or dis- 
couraged, and we know that the normal type of mind is more quickly 
influenced by the concrete than by the abstract. 

For the average business man this book can be recommended. The 
startling conclusion of the federal trade commission that fully 100,000 
American corporations were running at a loss, because they did not have 
proper methods of accounting and cost finding, should have awakened the 
business world to the necessity of education on this matter. Public 
accountants have long been quite aware of this condition and many have 
made attempts to enlighten business men; but whether through suspicion 
of our motives or too much technicality in language, we have not been 
over-successful. Mr. Basset writes in the plain, every-day English—or 
should we say American?—of the business-man, and it must be a hope- 
lessly stupid one who cannot understand and grasp the principles and 
practice he describes. The more thoroughly the average business-man 
digests the contents of the book, the more likely he will be to avail himself 
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of the services of public accountants, because he will come the more 
quickly to realize the value of independent and impartial scrutiny of his 
affairs. 

If there are a few (probably unintentional) jolts for the profession 
here and there, they may be good for us. Experienced practitioners are 
usually conservative, but enthusiastic neophytes not infrequently do injury 
to themselves and the profession by installing over-elaborate systems. To 
the latter is recommended serious and prayerful consideration of Mr. 
Basset’s remarks on “over-accounting” (p. 2). W. Hi. L. 





A. D. Macleod & Co. announce the opening of an office in San 
Bernardino, California, where they have taken over the practice of the 
late P. J. Dubbell. 





Wilson & Heye announce the formation of a partnership succeeding 
the firm of L. W. Wilson & Co. with offices in the Chamber of Commerce 
building, Rochester, N. Y. 





James A. McKenna announces the removal of his offices to 80 Maiden 
Lane, New York. 





Gabriel Sanger & Co. announce the opening of offices at 10 High 
street, Boston. 
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Correspondence 
‘Some Phases of Capital Stock ”’ 


Editor, The Journal of Accountancy: 

Sir: In the May issue of THE JouRNAL oF ACCOUNTANCY an article by 
William A. Paton appears, entitled Some Phases of Capital Stock. Its 
purpose, as stated in the first paragraph, is “to raise a question as to the 
propriety of certain doctrines and practices which at present find common 
endorsement among accountants.” In this same paragraph we are also 
advised that the accounting profession either does not understand certain 
matters or in its treatment of them wilfully ignores certain important 
aspects of them; while further on the assertion is made that “present 
accounting practice and opinion are not always sound.” It is our intention 
to examine some of Mr. Paton’s arguments as we are of opinion that, in 
his presentation of them, he has ignored some of the most important 
principles involved and failed in his practical application of them, either 
wilfully or otherwise. 

In this article, Mr. Paton says that writing off discount on stock against 
accumulated profits obscures two of the most important facts which a 
balance-sheet should show: (1) original proprietary investment and (2) 
accumulated earnings; and he concludes his argument on this point by 
remarking that stock discounts either should not be introduced into the 
accounts in the first place, or, if brought in, should be retained—otherwise 
the resulting balance-sheets will not show accurately the essential facts in 
which the investor or other person is interested. From these, and other 
remarks, we are convinced that Mr. Paton’s conception of a balance-sheet 
is fundamentally wrong, and that he expects it to perform functions it 
was never intended to and cannot possibly perform. 

A balance-sheet is a statement of the accounts of a concern as they 
exist at a particular moment of time and as regards capital and surplus 
accounts is not and cannot possibly be, as Mr. Paton’s arguments assume, 
a history of them. If a balance-sheet states the accounts correctly as at 
the date which it bears, then that balance-sheet is properly drawn, irre- 
spective of how these accounts originally came into being or of any changes 
that have subsequently taken place in them. All the information, there- 
fore, which an investor or other interested person has any right to expect 
from a balance-sheet, as regards the undivided profits of a company, is 
the present amount, and in the hypothetical case given by Mr. Paton, the 
last statement is a strictly legitimate balance-sheet, subject only to the 
proviso that the transfer of the discount has been properly authorized, and 
to no other consideration. No stockholder has any right to read that the 
original amount invested was $100,000 or that the total accumulated profits 
during the company’s life are $20,000, but only that these figures represent 
the present capital and surplus in the business. There are many ways in 
which the same result could be obtained. 
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Suppose for instance, the company decides to reduce its capital and 
eliminate this discount by complying with the necessary formalities and 
then immediately declares a 30% stock dividend. The position is exactly 
the same as before. Will Mr. Paton now contend that the surplus should 
still be shown as $50,000? Or is anyone deceived? 

If a stockholder wishes to learn what change has taken place in the 
surplus since the presentation of the last balance-sheet he should refer 
to other statements usually furnished him and in a form that he can 
readily understand. It is not only unnecessary for him to examine the 
books of the company but seldom will he be allowed to do so. It is diffi- 
cult to imagine any shareholder who would object to such a prudent step 
as that cited, unless he were annoyed at this $30,000 being made unavailable 
for dividends. The other interested parties, who would comprise chiefly 
the creditors, would certainly have no objections as this amount has now 
become part of the permanent capital and their faith in the company will 
be so much increased. This is the real point in the matter and it seems 
to have been entirely overlooked by Mr. Paton. 

We agree with Mr. Paton that the purpose of a balance-sheet is to 
convey essential information—information as to the company’s affairs 
at the date of the balance-sheet—but deny that the elimination of stock 
discounts is a practice inconsistent with this purpose. The elimination 
of stock discounts is a procedure to be condemned or upheld on its own 
merits, taking into consideration the particular facts relating to each 
individual case, and not because it requires that the figures in a balance- 
sheet be different from those in its predecessor. The purpose of a balance- 
sheet is served when it states the figures that were correct at the date 
when it was drawn. 

Further, no conclusion as between years can be arrived at from a 
comparison of the undivided profits at different dates. Undivided profits 
are subject to many other disturbing factors beside stock discount. Divi- 
dends may be declared and paid, reserves of various kinds may be set up 
and provision may be made for sinking funds. It would be a very 
ignorant stockholder indeed who would form erroneous conclusions in 
the manner Mr. Paton fears. If it is desired to do anything to help such 
an unfortunate person we submit that it would be much more sensible, 
more practical, productive of greater good and less evil to draw a proper 
comparison for him than to deprive a capable and prudent executive of its 
legitimate powers or compel it to continue a state of affairs that has 
outlived its usefulness, for the purpose of perpetuating a fiction in the 
balance-sheet. All that is necessary is to furnish such stockholder with 
a clean cut statement of profit and loss appropriation and almost without 
exception this is done. 

We are also at a loss to understand Mr. Paton’s remarks that writing 
off stock discounts is not the only practice which disturbs surplus, and 
that this account is often subdivided into a dozen or more accounts scat- 
tered promiscuously among the items in the liability side of the balance- 
sheet. Surely Mr. Paton does not mean to say that the entire profits of a 
company are to be continually salted down in surplus account year after 
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year and never used for any purpose for fear of disturbing the “essential 
elements” of a balance-sheet. This is nonsense. No company conducts 
business with this end in view, and prospective shareholders for such a one 
would, we think, be hard to find. Most companies are in business for 
profits and these profits are expected to be used for the benefit of the 
stockholders. When profits are ascertained they are placed in surplus 
until it is decided how they are to be disposed of, and when this is 
decided they are logically taken out of surplus. Surplus account, then, is 
the balance of accumulated profits remaining unused at any time. If the 
management deem it wise to utilize any portion of these unused profits 
in any legitimate way or to set them aside for any particular purpose or 
purposes so that they will not be available for less needful ones, that is 
what they are there for, and the necessary consequence that these reserva- 
tions will appear separately and specially labeled in the balance-sheet is 
no reason why such actions should be avoided. 
Yours faithfully, 
A. R. M. Boyte, C. A. 
Winnipeg, Manitoba, May 15, 1919. 





Walter Preston Kohr, Frank Clinton Brubaker and Raye Maynard 
Fisher announce the formation of a partnership under the firm name of 
Kohr, Brubaker & Fisher, with offices in Marshall building, Cleveland. 





Frank L. Norris, F. Ernest Grubb and Edward A. Coughlan an- 
nounce the formation of a partnership under the firm name of Norris, 
Grubb & Coughlan with offices in Finance building, Philadelphia. 





Jay J. Livingston, Leon A. Paperno and Theodore Wachtell announce 
the formation of a partnership under the firm name of Livingston, Paperno 
& Wachtell, with offices at 55 Liberty street, New York. 





R. W. Harvey and Egbert S. Harvey announce the formation of a 
partnership under the firm name of Harvey & Harvey, with offices in 
Davidson building, Charleston, West Virginia. 

Leslie, Banks & Co. announce the opening of an office in Chicago in the 
Continental & Commercial Bank building and the appointment of C. A. H, 
Narlian as resident partner. 





Charles H. Hubbell and Douglas S. Meaden announce the formation 
of a partnership with offices at 306 Hickox building, Cleveland. 

E. F. Leathem & Co. announce that W. F. Vieh is now in charge of 
their office in Little Rock, Arkansas. 





Samuel Newberger announces the opening of an office at 44 Court 
street, Brooklyn, New York. 
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Anzona C. P. A. Law 


Following is the text of the Arizona law providing for the issuance 
of certified public accountant certificates. The law was approved March 
12, 1919, 

AN ACT REGULATING THE PRACTICE OF PUBLIC ACCOUNTING; CREATING A 
BOARD OF ACCOUNTANCY; PROVIDING FOR THE GRANTING OF CERTIFICATES 
AND THE REGISTRATION OF CERTIFIED PUBLIC ACCOUNTANTS; PROVIDING FOR 
EXAMINATIONS, THE SUSPENSION OR REVOCATION OF CERTIFICATES ISSUED 
BY THE BOARD; PRESCRIBING THE QUALIFICATIONS OF PERSONS ENTITLED TO 
CERTIFICATES AS CERTIFIED PUBLIC ACCOUNTANTS; CREATING (DEFINING) 
MISDEMEANORS FOR A VIOLATION OF THE PROVISIONS HEREOF, AND PRE- 
SCRIBING THE PUNISHMENT (PENALTY) THEREFOR. 

Be it enacted by the legislature of the state of Arizona: 

Section 1. Any citizen of the United States, or person who has 
declared his intention of becoming such, having a place for the regular 
transaction of business as a professional accountant in the state of 
Arizona, and who, as in this act required, shall have received from the 
secretary of state for the state of Arizona a certificate of his qualifica- 
tions to practise as a public accountant, as hereinafter provided, shall 
have the authority to style himself and to be known as a certified public 
accountant, and to use the abbreviated title C.P.A. for and during the 
term mentioned in his certificate. 

Section 2. The governor shall, within thirty days after the taking 
effect of this act, appoint three persons, who shall constitute the board 
of accountancy, each member of which shall have been engaged in the 
reputable practise as a public accountant for a continuous period of three 
years immediately preceding the passage of this act, one of which shall 
have been in the state of Arizona. The persons first appointed shall hold 
office for one, two, and three years, respectively. Upon the expiration 
of each of said terms a member, who shall be a holder of a certificate 
issued under this act, shall be appointed for a term of three years. 

Section 3. The board of accountancy, the majority of which shall in 
all cases have the powers of the board, shall determine the qualifications 
of persons applying for certificates under this act, shall make rules for 
the examination of same, which shall embody the following: 

(a) Examinations shall be held by the board at least once in each 
year, at such times and places as may be determined by them. The time 
and place of holding such examinations shall be advertised for not less 
than three consecutive days, not less than thirty (30) days prior to the 
date of such examination, in at least two daily newspapers printed and 
published in this state. The examinations shall be in “theory of accounts,” 
“practical accounting,” 
accountancy.” 

(b) Applicants for certificates, before taking the examination, must 
produce evidence satisfactory to the board that they are over twenty-five 
years of age, of good moral character, a graduate of a high school with a 
four years course, or have an equivalent education, or pass an examina- 
tion to be set by the board; and that they have had at least three years’ 
practical experience as professional public accountants. 
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(c) After the examination provided by this act the board shall, if in 
its judgment the applicants be entitled thereto, certify to the secretary of 
state the name and address of each person to be registered and to whom 
certificates of registration are to be issued. It shall thereupon be the 
duty of the secretary of state to register such persons as certified public 
accountants, and to issue them certificates of registration. The secretary 
of state shall be entitled to receive $2.50 for each registration and certifi- 
cate issued, to be paid out of the funds accumulated by this act. 

(d) In the event the board shall waive the examination of any person 
of competent age, as in this act provided, the name of such person shall 
likewise be certified to the secretary of state, who shall likewise register 
such person and issue such certificate upon payment of the fees required 
hereunder. 

(e) All applications must be filed with the board of accountancy and 
be accompanied by the following fees: 

For examination or recommendation for waiver of 


same as provided in section 4..........cccccseee $25.00 
For registration under section 5..............eee000: 25.00 
FOF TOGUMRCE OF CETIMICIEE iia nc cick cc ccccisiccccsasscwes 10.00 


Provided, however, that in the event any candidate fails to pass the 
required examination, he shall be entitled to take a second examination, 
within one year after the date of the examination at which he fails to 
pass, without paying a second fee. 

(f) From fees collected the board shall pay all expenses incident 
under this act; provided, that no expense incurred shall be a charge 
against the funds of the state, and that the remuneration of each exam- 
iner shall not exceed the sum of ten dollars per day while engaged in 
their duties as such, exclusive of the necessary traveling and other ex- 
penses, to which they shall also be entitled; provided, however, that 
all moneys received in excess of the fees and expenses herein provided 
for shall be held by the treasurer of said board as a special fund for 
other like expenses of said board in carrying out the provisions of this 
act, but the said treasurer shall file a report with the governor at the 
close of each calendar year, showing the amount of moneys received 
during said year, the amount expended, and for what purpose, and also 
the total balance remaining in his hands, which report shall be subscribed 
and sworn to by said treasurer. 

(zg) The board shall annually elect from its number a president, 
secretary, and treasurer, and all certificates required to be executed for and 
on behalf of the board shall be certified over the signature of the presi- 
dent and secretary. 

Section 4. The board may, in their discretion, waive the examination 
of any person of competent age, of good moral character, and who has 
been engaged in reputable practice as a public accountant for a continu- 
ous period of three years, one of which shall have been in the state of 
Arizona immediately preceding the passage of this act, or who has been 
employed as an accountant by reputable firms of accountants for a con- 
tinuous period of five years immediately preceding the passage of this 
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act, one of which shall have been in the state of Arizona, and who shall 
apply in writing to the board for such certificate within six months after 
the passage of this act. 

Section 5. The board may in their discretion, issue a certificate to 
the secretary of state, to the effect that any person who is the lawful 
holder of a certified public accountant’s certificate issued under the law 
of another state which provided for similar registration, which estab- 
lished a standard of qualification as that required under this act, and 
upon the reception of such certificate, the secretary of state shall issue 
to such person a certificate of registration, which shall entitle the holder 
to practise as such certified public accountant and to use the abbrevia- 
tion C. P. A. in this state. 

Section 6. The board may revoke or cancel the registration of any 
certificate issued under this act for unprofessional conduct of the holder 
or other sufficient cause; provided, that written notice shall have been 
mailed to the holder of such certificate at least twenty days before any 
hearing thereon, stating the cause of such contemplated action, and ap- 
pointing a day for full hearing thereon by the board; and provided 
further, that no certificate issued under this act shall be revoked until 
such hearing shall have been held or the opportunity for such afforded 
the person charged. In the event of the revocation, cancellation, or sus- 
pension of any such certificate, the board shall notify the secretary of 
state of its action in the premises, and the secretary of state shall note 
such order of the board upon the records kept in his office. 

Section 7. If any person represents himself to the public as having 
received a certificate as provided in this act, or shall assume to practise 
as a certified public accountant, or use the abbreviation C. P. A., or any 
similar words or letters, to indicate that the person using the same is a 
certified public accountant, without having received such certified public 
accountant certificate, or without having received a registration certificate, 
as provided in this act; or, if any person, having received a certificate, 
as provided in this act, and having thereafter been deprived of such 
certificate by revocation, as herein provided, shall continue to practise 
and hold himself out as a certified public accountant, he shall be deemed 
guilty of a misdemeanor, and, upon conviction thereof, shall be fined a 
sum not less than fifty dollars nor more than five hundred dollars for 
each offense, and each day such person shall so offend shall be deemed 
a separate offense. Nothing in this act shall be construed to prohibit 
any person from practising as a public or expert accountant in this state, 
but said act shall only apply to such persons as practise and hold them- 
selves out to be certified public accountants. 

Section 8 If any person practising in the state of Arizona as a 
certified public accountant under this act, or who is in the practice of 
public accountancy as a certified public accountant, or otherwise, shall 
wilfully falsify any report or statement bearing on any examination, 
investigation, or audit made by him, or under his direction, he shall be 
deemed guilty of a misdemeanor, and, upon conviction thereof, shall be 
punished by a fine of not less than one hundred dollars nor more than 
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one thousand dollars, or shall be imprisoned in the county jail for a 
term not less than three months nor more than one year, or by both 
such fine and imprisonment for each time he may so falsify such reports. 
Section 9. All laws and parts of laws in conflict with the provisions 
of this law are hereby repealed. 
Section 10. This act shall be in full force and effect ninety days 
after its passage and approval by the governor. 





Missouri Society of Certified Public Accountants 
At the meeting of the Missouri Society of Certified Public Accountants 
held in Kansas City, June 13, 1919, the following officers were elected 
for the ensuing year: F. C. Belser, St. Louis, president; E. G. H. Kessler, 
St Louis, first vice-president; F. A. Wright, Kansas City, second vice- 
president; R. C. Brown, St. Louis, secretary; Edward Fraser, Kansas 
City, treasurer. 





Los Angeles Chapter, California Society 
At a meeting of the Los Angeles chapter of the California State Society 
of Certified Public Accountants on May 28, 1919, the following directors 
and officers were elected for the ensuing year: president, F. H. Hahn; vice- 
president, A. M. Loomis; secretary and treasurer, E. H. Spencer; directors, 
Reynold E. Blight and H. Ivor Thomas. 





Certified Public Accountants of Massachusetts, Inc. 

At the annual meeting of the Certified Public Accountants of Massa- 
chusetts, Inc., the following officers were elected for the ensuing year: 
president, Edwin L. Pride; vice-president, Hollis H. Sawyer; treasurer, 
Gerald Wyman; secretary, George Lyall. 





Iowa State Board of Accountancy 
At a meeting of the Iowa state board accountancy the following 
officers were elected for the ensuing year: Philip L. Billings, chairman; 
Albert H. Hammarstrom, secretary and treasurer. The third member 
of the board is John W. Peisen. 





British Society of Incorporated Accountants and Auditors 
The council of the British Society of Incorporated Accountants and 
Auditors has unanimously elected William Claridge, of Bradford, presi- 
dent, and George Stanhope Pitt, of London, vice-president for the ensuing 
year. 


SN ES 
P. J. DUBBELL 
We announce with regret the death of P. J. Dubbell of San Bernardino, 
California. Mr. Dubbell was a member of the American Institute of 
Accountants and of the Los Angeles chapter of the California State 
Society of Certified Public Accountants. He had been a public account- 
ant for many years. 
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